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Strategic Planning 



Strategic Management 



(The most important function) 



• Is the development and implementation of a sustainable competitive position in which the 
firm’s competitive advantage provides continued success. ( rl, 

• Sets overall objectives for an entity and guides the process of reaching those objectives. 

• It is the responsibility of upper management . ( gd 



Strategic planning 



| (sometimes referred to as long-range planning or Strategic analysis) 

The purpose of strategic planning is to 

• guide the company in its efforts to achieve superior performance, competitive advantage, and 
maximized shareholder value. 

• setting overall organizational objectives and goals and drafting strategic plans. It is a long term 
process aimed at charting the future course of the organization. ( gl/cma) 

• is the design and implementation of the specific steps and processes necessary to reach the 
overall objectives.^ 

• Strategic planning involves 

o a comprehensive look at an organization in relation to its industry, competitors, and 
environment .(IMA) 

■ A systematic approach to analyzing threats and opportunities and examining 
why some organizational strategies have better competitive and profit prospects 
than others 

drafting of strategic plans. 

A sound framework for developing an effective operating budget. 

An organizational learning opportunity for managers to think about strategies and how 
to best implement them 

An exercise to align management decision making and actions with corporate strategies 
(e.g., to gain the buy-in of managers and show how their decisions and actions support 
corporate programs) 

A basis for both financial and nonfinancial performance measures 
A channel of communication among all levels of management about strategies, 
objectives, operational plans, and so on. 

Guidance for approaching new situations 

• It is the responsibility of upper management.cGu 
Although traditionally the responsibility of top management, all organizational 
members should be involved in the process. Well thought out strategic planning can 
help an organization adeptly navigate through turbulent times-both good and bad.oMAj 
An organizational learning opportunity for managers to think about strategies and how 
to best implement them 



o 

o 

o 

o 

o 

o 
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Limitations of Strategic Planning 

• The effort, time, and expense involved in the process 

• The fact that planning based on predictions is not an exact science; due to a variety of factors, 
plans may prove to be incorrect and fail 

• The potential for resistance to change resulting from entrenched ways of doing things 

• The risk that planning can become a bureaucratic exercise devoid of fresh ideas and strategic 
thinking 

Strategic planning is based on: 

• identifying and specifying ultimate organizational goals and objectives (usually addressed 
first), 

• evaluating the strengths and weaknesses of the organization, and 

• assessing risk levels, 

• forecasting the future direction and influences of factors relevant to the organization such as: 

o market trends, 
o changes in technology, 
o international competition, and 
o social change. 

• deriving the best strategy for reaching the objectives given the organization’s strengths and 
weaknesses and the relevant future trends. 

• The time frame for strategic planning is normally five to ten years. It may, however, be longer. 
Setting ultimate objectives for the firm is a necessary prelude to developing strategies for achieving 
those objectives. Plans and budgets are then needed to implement those strategies. 

Strategic management and strategic planning are thus closely linked. By their nature, strategic 
management and strategic planning have a long-term planning horizon. 



The final step is to derive the best strategy for reaching the objectives. 



Strategy 



Strategy is the organization's plan to 

• match its strengths/capabilities with the opportunities in the marketplace to accomplish its 
desired goals over the short and long term. 

• addresses the objectives of the organization; 

• locates potential markets; 

• considers the impact of events, competitors, and the economy; 

• addresses the structure of the organization; and 

• evaluates the risks of alternative strategies. »ma> 

set of actions taken by managers of a company to increase the company’s performance. 



Steps in the Strategic Planning/Management Process (five-stage process): 




Step 1 



Defining/selecting the company’s mission and addressing the key corporate goals. 




Step 2 



| Analyzing the organization’s external factors & the internal operating 
environment . 




Step 3 



Formulating and selecting strategies (SWOT analysis) that, Based on the results of 
the situational analysis, upper management develops a group of strategies 
describing how the mission will be achieved. 
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Step 4 




Step 5 



Developing and implementing the chosen strategies. 

Strategic plans are implemented through the execution of component plans at 
each level of the entity. 

Strategic controls and feedback are used to monitor progress, isolate problems, 
and take corrective action. Over the long term, feedback is the basis for 
adjusting the original mission and objectives. 

M-A-S-I-C 



Step 1 



Defining the company’s mission and addressing the key corporate goals. 



The Mission Statement 

• Provides the guiding compass for an organization. 

• Provides the context within which its strategies will be formulated. 

• Summarizes the entity’s reason for existing. 

• It provides the framework for formulation of the company’s strategies. 

• succinctly articulates an organization's business position. 

• expresses how the organization will continuously move toward its vision and provides a clear 
view of what the firm is trying to accomplish for its customers. 

Characteristics of Effective Missions 

• When they consist of a single sentence. 

• Stated in general terms (very broad). 

• A mission statement answers this question: Why are we in business? In answering this 
question, a mission statement must be: 

o accurate, 
o easily understood, 
o motivating, and 
o transferable into action. 

• It needs to be flexible and ready to adapt to changing conditions and new ways of serving its 
customers’ needs. 

The mission statement includes four components: 



1) A statement of the company’s “reason to be.” 

2) Its vision, or a statement of a desired future stat. 

3) A statement of the organization’s values. 

4) A statement of its major goals. 







> In order for plans to be as effective as possible, they must be coordinated among the different 
units and departments in the company so that they are in alignment with the larger goals of the 
company. 
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Types of Plans and General Principles 




Types of Organizations Goals 


• Strategic Plans (Long-Term Plans) 




• Strategic Goals 


• Intermediate Plans 




• Tactical Goals 


• Short-Term Plans 




• Operational Objectives 



Strategic Plans (Long-Term Plans) 



• Strategic plans are broad, general, long-term plans (usually five years or longer) and are based on 
the objectives of the organization. 

• The results of this annual planning process are usually used, along with tactical and operational 
planning, in developing the budget for the coming year. 

o In this way, the strategic plan is used to determine resource allocation within the company. 

• Strategic planning is directional, rather than operational. This means that the company focuses on 
where it wants to go instead of specifically how it will get there. 



Note: The longer the time frame of the plan, the higher up in the organization the planning should be 
done. Similarly, the shorter the time frame of the plan, the lower in the organizational hierarchy the 
planning should be prepared. 



Characteristics of successful strategic plans 



A successful strategic plan is one that: 

1. Assists the organization in achieving its long-term goals and objectives. 

2. It has well-defined goals consistent with the strategic plan and the mission from which the plan 
we derived. 

3. It also has SMART objectives, objectives that are: 

• Specific 

• Measurable 

• Achievable 

• Realistic 

• Timely 



Strategic Goals 



• established at the highest levels of an organization, part of the firm's strategic plan, long range 
in nature. 

Strategic goals require additional goals to be achieved at the tactical level. 



Intermediate Plans 



The strategic plan is then broken down into intermediate or tactical plans (one to five years), which 
are designed to implement specific parts of the strategic plan. 

• Upper and middle managers develop tactical plans. 

• Operational plans are developed by middle and lower-level managers. 

o For example, the board of directors should not be involved in developing weekly work 
plans for an assembly line. 



Tactical Goals 



o established at middle and lower levels of an organization. 

o established by business (also referred to as responsibility centers and strategic business 
units {SBUs}) or functional departments 
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• All shorter-term plans need to work toward the strategic plans of the company. 

• Short-term or operational plans are the primary basis of budgets. 

• Operational plans refine the overall objectives from the strategic and tactical plans in order to 
develop the programs, policies, and performance expectations required to achieve the company’s 
long-term strategic goals. 

• Short-term objectives and the tactics to achieve them should flow directly from the organization's 
strategic plan and should be designed to achieve the goals and objectives set forth in the strategic 
plan. The short-term objectives would be milestones along the road to the achievement of the long 
term goals. 

Q. A firm’s statement of broad objectives or mission statement should accomplish all of the 
following except 

A. Outlining strategies for technological development, market expansion, and product differentiation. 

B. Defining the purpose of the company. 

C. Providing an overall guide to those in high-level, decision-making positions. 

D. Stating the moral and ethical principles that guide the actions of the firm. 

Answer (A) is correct. The determination of organizational objectives is the first step in the planning 
process. A mission statement is a formal, written document that defines the organization’s purpose in 
society, for example, to produce and distribute certain goods of high quality in a manner beneficial to 
the public, employees, shareholders, and other constituencies. Thus, a mission statement does not 
announce specific operating plans. It does not describe strategies for technological development, 
market expansion, or product differentiation because these are tasks for operating management. 

Analyzing and reviewing departmental budgets is an aspect of operational management and not a part 
of strategic planning. Analysis of the current month’s budget variances is not an aspect of strategic 
planning. Setting the target product mix and production schedule for the current year is not a concern 
of strategic analysis because it is a short-term activity. (GL/CMA) 



Importance of aligning long-term objectives with other tactical short term plans and budget 



Explain why short-term objectives, tactics for achieving these objectives, and operational planning (master budget) must 
be congruent with the strategic plan and contribute to the achievement of long-term strategic goals. 



Alignment of Tactics with Long-Term Strategic Goals 

Strategic plan precedes an operational plan; the strategic plan provides the foundation upon which the 
more detailed operational plan is developed. In that sense, strategic plans are "macro" plans and 
operational plans are "micro" plans. 
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Importance of Strategy in Budgeting 



A prerequisite for budget development is a strategic analysis that matches an entity's capabilities with 
available marketplace opportunities. 




A firm’s strategy is the path it chooses for attaining its long-term goals and 
mission.(B). 

Strategic analysis is the basis for both long-term and short-term planning, (ima) 

In turn, these plans lead to the formulation of budgets. 

Budgets provide feedback to managers about the likely effects of their strategic 
plans. Managers use this feedback to revise their strategic plans. (H) 

Strategy is the organization's plan to match its strengths with the opportunities in 
the marketplace to accomplish its desired goals over the short and long term. 
Strategy is the starting point in preparing its plans and budgets. 




Budgeting is a common accounting tool that companies use for implementing 
strategy, as budgeting facilitates movement toward strategic goals. (h,imai 
A budget should start with a careful review and study of the organization’s 
strategic plan. The objective is to build a budget to achieve the organization’s 
strategic goals and objectives. (B) 



By not relying on its strategic plan, an organization very likely would not be able to fully utilize its strengths 
and take full advantage of opportunities. Ignoring the strategic plan can result in not adequately funding the 
projects and initiatives that are critical to achieving results aside from the daily operations of taking and 
fulfilling sales orders. (B) 



Strategy, Planning, and Budgets 



Strategic plans are expressed through long-run budgets and operating plans are expressed via short-run 
budgets. But there is more to the story! The exhibit shows arrows pointing backward as well as forward. <h> 



Strategy 



It is the starting point in 
preparing its plans and 
budgets, as strategic analysis 
and strategic direction 
provides the basis for 
planning support, (h.imai 



Long-Run Planning 
(Strategic Plans) 




Short-Run Planning 
(Operating Plans) 


♦ 




j i 


Long-Run 

Budgets 




Short-Run 

Budgets 



The backward arrows are a way 
of graphically indicating that 
budgets can lead to changes in 
plans and strategies. 

Budgets help managers assess 
strategic risks and opportunities 
by providing them with 
feedback about the likely 
effects of their strategies and 
plans. Sometimes the feedback 
signals to managers that they 
need to revise their plans and 
possibly their strategies. on 
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Resource Allocation 



All entities have a finite amount of resources and want to make the most of their capital. The 
allocation of scarce resources among competing opportunities is accomplished through 
implementation of a strategy. oma> 




Capital Budget 



Master Budget 



The strategic goals and objectives of the organization are, ultimately, accomplished through a 
focused set of initiatives and projects that creates value for the organization. 



Short-Term Objectives and the Master Budget 



Short-term objectives are goals for the coming period, which can be a month, a quarter, a year, or 
any length of time desired by the organization for planning purposes. m 

An organization determines short-term objectives for the budget period based on 

I J 

| Strategic goals i 

, i 

— 

1 Long-term objectives and plans , 

! j 

' 1 

! Operating results of past periods j 



Expected future operating and 
environmental factors including economic, 
industry, and marketing conditions. 



These 
objectives 
serve as the 
basis for 
preparing the 
master 
budget for a 
period. 




A master budget translates the organization’s short-term objectives into action steps. A master 
budget reflects an organization’s operating and financing plans for the upcoming budget period. mj 



The relationships 
among strategic 
goals, long-term 
objectives and 
plans, short-term 
goals, budgets, 
operations, and 
controls, (next 
CSO discuss the 
master budget in 
depth) 
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Efficient allocation of organizational resources during the budgeting process can be achieved 
through: 

• The process of developing the operating budgets for the individual units in an organization. 

• Making decisions about the most profitable way to utilize the resources available. 




After defining the company’s mission and developing its goals, the first step in developing a strategic plan is to 
analyze the forces that shape the industry in which the company operates and the competition within that 
industry in order to understand the opportunities available to the firm and any threats confronting the firm that 
can affect it in the pursuit of its mission. Understanding its opportunities and threats will enable the company to 
outperform the competition. 

External factors (recognition of OLT) 

• Are external or environmental opportunities and threats that face the organization. 

o Opportunities are those things that would enhance the organization's competitive position 
and profitability. 

o Threats are risks that, if they occur, would be detrimental to the organization's competitive 
position and profitability. 

The specific external factors affecting an organization's strategy are determined by its industry and 
broader environment. They are identified by considering 

a) Macroenvironment factors (economic, demographic, political, legal, social, cultural, and 
technical) and 

b) Microenvironment factors (suppliers, customers, distributors, competitors, and other 
competitive factors in the industry). 



(LOS) External factors that should be analyzed & recognition of OLT 



Identify the external competitive environment factors that should be analyzed during the strategic planning process and 
understand how this analysis leads to recognition of organizational opportunities, limitations, and threats 



Three environments should be examined, and the three environments are interrelated and shaping the 
organizational strategy: 

1. The industry in which the company operates, 

• Market forces, industry trends, and competition. 

2. The country or the national environment in which the company operates as well as the 
international environment, 

3. And the wider environment, or macroenvironment in which the company operates. 

• Economic, demographic, political, legal and regulatory factors, social, cultural, and 
technical changes. 

• Stakeholder groups and their social concerns. 

• Globalization trends, emerging markets, and nongovernment organizations (e.g., United 
Nations, World Bank, etc.). 
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Once the boundaries of an industry have been identified, managers face the task of analyzing 
competitive forces within the industry environment in order to identify opportunities and threats. 
Michael E. Porter’s well-known framework, known as “The Five Forces Model,” has helped 
managers with this analysis. An extension of his model, shown in Figure 2.2, focuses on six forces that 
shape competition within an industry: 

(1) the risk of entry by potential competitors, 

(2) the intensity of rivalry among established companies within an industry, 

(3) the bargaining power of buyers, 

(4) the bargaining power of suppliers, 

(5) the closeness of substitutes to an industry’s products and 

(6) the power of complement providers (Porter did not recognize this sixth force). 

Michael Porter developed a model examining five forces and their collective role in determining the 
strength of competition and profitability. It includes an analysis of the five competitive forces that 
determine long-term profitability as measured by long-term return on investment . 



Porter’s Arguments: 

• As the forces grow stronger, they limit the ability of established companies to raise prices and 
earn greater profits. 



when one or more of 
these competitive forces 

is strong 



A 

y 



it creates limitations on 
the company’s ability to 
raise prices and earn 
greater profits. 



Bargaining 

power 

of 

suppliers 



Risk 
of entry 



I 



Rivalry among 
^ established , 
^ firms in ^ 
industry 

/ \ 



Bargaining 

power 

of 

buyers 



Threat of 
substitutes 



Power of 
complement 
providers 



According to Porter, the five forces that shape competition within an industry are: 
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1) The risk of entry by potential competitors. 



Definition 

Potential competitors are companies that are not currently competing in an industry, but have the 
capability to do so if they choose. 

The risk of entry by potential competitors is a function of the height of barriers to entry , that is, factors 
that make it costly for companies to enter an industry. 



Important barriers to entry include: 
economies of scale, 
brand loyalty, 
absolute cost advantages, 
customer switching costs, and 
government regulation. 



The greater the costs potential competitors 
must bear to enter an industry, 






^ 


the greater the barrie 
weaker this competit 


rs to entry, and the 
ive force. 



High entry barriers may keep potential competitors out 
of an industry even when industry profits are high. 




The most favorable industry condition is one in which: 
entry barriers are high and 

exit barriers are low. 



When the threat of new entrants is 

minimal and exit is not difficult. 






Low entry barriers keep long-term 
profitability low because new firms 
can enter the industry, 



Returns are high, and risk is reduced in the 
event of poor performance. 






increasing competition and lowering prices 
and the market shares of existing firms. 



2) The intensity of rivalry among established companies within an industry. 



Definition 

Rivalry is the competition among companies in an industry to gain market share from one another. 



Weapons in the competition include: 


• 


prices, 


• 


product design, 


• 


promotional efforts, 


• 


selling efforts, and 


• 


service and sup-port after the 




sale. 



The intensity of rivalry among established companies 
within an industry is largely a function of four factors: 

(1) industry competitive structure, 

(2) demand conditions, 

(3) cost conditions, and 

(4) the height of exit barriers in the industry. 
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|3) The bargaining power of buyers. 



• If buyers such as large discount store chains have the ability to bargain down prices or to 
demand better product quality and service that would increase manufacurers’ costs, an industry 
can become less profitable. Therefore, powerful buyers are a threat. 



|4) The bargaining power of suppliers. 



• If suppliers have the ability to raise the prices of inputs such as materials or direct labor 
(through labor unions, for instance) or to lower quality, it will raise the costs of companies in 
the industry. So powerful suppliers are also a threat. 



5) The closeness of substitutes to an industry’s products. 



• The existence of close substitutes for an industry’s product is a threat because it limits the 
prices that can be charged for the product, the less attractive the industry is to potential 
entrants. 

• If there are few or no close substitutes, then companies have the opportunity to raise prices 
without fear that their customers will switch to a substitute. 



Linkage of the Five Forces to Strategic Planning 



The collective strength of the five competitive forces determines the ability of firms to earn rates of return on investment in 
excess of the cost of capital. In industries where the strength of the five forces is favorable (e.g., pharmaceuticals), profits 
are attractive. Understanding industry structure is a critical starting point during strategy formulation. The strongest force 
or forces assume increased importance during strategic planning and strategy formulation. 



2. Analyzing the national and international environment includes assessing: 

• domestic as well as international political risk: 

• government expropriation and war 

• the impact of globalization (migration to international operations) on competition 
within the industry 

3. Analyzing the macroenvironment (macroeconomic) factors includes assessing: 

• Economic condition will affect demand and thus sales revenue and net income in the 
future. 

• Economic growth 

• leads to more consumer spending and gives companies the opportunity 
to expand their operations and increase their profits. 

• Economic recession 

• leads to a reduction in consumer spending and, in a mature industry, 
may cause price wars. 

• The level of interest rates affect any company’s cost of capital and thus its ability to 
raise capital and invest and expand. 

• Rising interest rates will cause demand to decrease 

• Falling interest rates will cause demand to increase. 

• Changes in currency exchange rates affect the competitiveness of companies in 
international trade. 

• A declining local currency creates opportunities for increased international sales 
while decreasing foreign competition. 

• An increasing local currency causes the opposite condition. 



Prepared by: Sameh.Y.El-lithy. CM A, CIA. 



11 







THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 



B5HI3 > Analyzing the Internal Environment 



Analyze the organization’s internal operating environment to identify the organization’s strengths and 

weaknesses. 

Internal factors (recognition of SWC) 

• Are the organization's strengths and weaknesses. 

o Strengths are those things that would enhance the organization's competitive position and 
profitability; 

o Weaknesses are those that detract from its competitive position and profitability. 

Distinctive competencies are the firm-specific strengths of a company. Valuable distinctive 

competencies enable a company to earn a profit rate that is above the industry average, 
o The distinctive competencies of an organization arise from its: 

■ resources (its financial, physical, human, technological, and organizational 
assets) and 

■ capabilities (its skills at coordinating resources and putting them to productive 
use). 

Therefore, Internal analysis focuses on reviewing the: 
o Resources, 
o Capabilities, and 
o Competencies of a company. 

Competitive Advantage (efficiency, quality, innovation, and responsiveness to customers). 

• A company is said to have competitive advantage when it is more profitable than the average 
company in its industry. 

o It has a sustained competitive advantage if it is able to continue having above-average 
profitability over several years as this is the primary objective of strategy. 

• In order to achieve a competitive advantage, a company needs to pursue strategies that build on its 
existing resources and capabilities and formulate strategies that build additional resources and 
capabilities (develop new competencies). 



Step 3 



Formulating Strategies (SWOT Analysis also called situational analysis). 



Formulating and selecting strategies that, consistent with the organization’s mission and goals, will 
optimize the organization’s strengths and correct its weaknesses and limitations for the purpose of 
taking advantage of external opportunities while countering external threats (SWOT analysis); 

SWOT analysis consists of generating a series of strategic alternatives that could be pursued given the 
company’s strengths, weaknesses, opportunities and threats in order to select the strategies that will do 
the best to align the company’s resources and capabilities to the demands of its environment. 

Four Generic Competitive Strategies 

The value creation frontier can be reached by choosing among four generic competitive strategies: 

• cost leadership, 

• focused cost leadership, 

• differentiation, and 

• focused differentiation. 
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In developing a sustainable competitive position, each firm purposefully or as a result of market forces 
arrives at one of the two competitive strategies: cost leadership or differentiation 

(1) Cost Leadership to achieve competitive advantage 



Cost Leader (A company using cost leadership) 

• Firms known to be successful at cost leadership are typically very large manufacturers and 
retailers, such as Wal-Mart, Texas Instruments, and Dell. 

• normally has a relatively large market share and tends to avoid niche or segment markets by 
using the price advantage to attract a large portion of the broad market. 

Cost Leader achieve Higher profits through Lower Prices 

• They have been profitable and have grown over the years on the basis of providing quality 
products or services at low prices by judiciously managing their costs. lH) 

• makes sustainable profits at lower prices , thereby limiting the growth of competition in the 
industry through its success at reducing price and undermining the profitability of competitors, 
which must meet the firm’s low price. 






• is the tendency to cut costs in a way that undermines demand for the product or service 

o for example, by deleting key features, This will lead to customer dissatisfaction and in 
turn, to decreases in demand and sales. The resulting decreased profitability. 
o The cost leader remains competitive only so long as the consumer sees that the product 
or service is (at least nearly) equivalent to competing products that cost somewhat more. 

• The danger in this strategy is that competitors may find ways to lower their cost structures, too. 

(2) Focused cost leadership, or competing within a narrow market segment using the strategy of cost 
leadership. 

(3) Differentiation strategy (sometimes called: product leadership) to achieve competitive 
advantage 



The differentiation strategy is implemented by creating a product or service 
that is unique/ unusual in some important way, usually: 

1. higher excellent quality, 

2. customer service product features, responsiveness to customer needs, 
or 

3. superior innovation. 



• A differentiator can charge a higher price than its closest competitors because of its perceived 
advantages to the customer. 




Cost leadership is a strategy in which a firm outperforms competitors in 
producing products or services at the lowest cost for these firms, cost 
management is critical , B) 





Differentiator 
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Firms known Sch ° o1 of Continuing Education to be successful 

differentiator are cosmetics, fashion, and pharmaceutical firms, compete on the basis of 
product leadership, in which the unusual or innovative features of the product make the firm 
successful. 

o For these firms, the critical management concern is maintaining product leadership 
through product development and marketing. , B) 

Most industries, including, consumer electronics, and clothing, have differentiated firms. The 
appeal of differentiation is especially strong for product lines for which the perception of 
quality and image is important, as in cosmetics, jewelry, and automobiles. 

o Tiffany, Bentley, Rolex, Maytag, and BMW are good examples of firms that have a 
differentiation strategy, Apple Inc., the maker of iPods and iPhones, and Johnson & 
Johnson, the pharmaceutical giant. 



Differentiator achieve Higher profits differentiated products 

• They generate their profits and growth on the basis of their ability to offer differentiated or 
unique products or services that appeal to their customers and are often priced higher than the 
less-popular products or services of their competitors. 

Sources of differentiated products 

• For instance, differentiation on the basis of innovation requires an effective R&D function. 

• The differentiator must control its costs so that the price of the product is not greater than its 
customers will pay, but it must not minimize them so much that it loses its source of 
differentiation. 



A weakness of the differentiation strategy 



Is the firm’s tendency to undermine its strength by attempting to lower costs or by ignoring the 
necessity of having a continual and aggressive marketing plan to reinforce the differentiation. If the 
consumer begins to believe that the difference is not significant , lower-cost rival products will 
appear more attractive.is (at least nearly) equivalent to competing products that cost somewhat 
more. 

The danger with a differentiation strategy is that competitors may imitate successful differentiation, 
eliminating the advantage. 



(4) Focused differentiation, or a business model that specializes in providing a differentiated product 
to serve the needs of just one or two market segments or niches. 



Step 4 



Developing and Implementing the Chosen Strategies 



Implementing strategy involves decisions about organizational design & how to use the 

1 . organizational structure, 

2. corporate culture and 

3. control environment to achieve the company’s goals and execute its business model. 



Step 5 



Strategic controls and feedback 
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Strategic controls and feedback are used to monitor progress, isolate problems, and take corrective 
action. Over the long term, feedback is the basis for adjusting the original mission and objectives 
The Balanced Scorecard is a widely-used strategic performance management tool designed to manage 
strategic performance. 

How can an organization translate its strategy into a set of performance measures? 

It can do so by developing a balanced scorecard that provides the framework for a strategic 
measurement and management system. The balanced scorecard measures performance from four 
perspectives. One dimension is financial, the other three dimensions are non-financial: 

(1) financial, 

(2) customer, 

(3) internal business processes, and 

(4) learning and growth. 

Companies use the BSC as a management tool to: 

• Clarify and communicate strategy 

o that translates an organization’s mission and strategy into a set of four performance 
measures.(H) 

o transforms an organization’s strategic plan from a passive document into the "marching 
orders" for the organization in its day-to-day activities, 
o The balanced scorecard enables execution of strategies. But a company's strategy 
influences the measures it uses to track performance in each of these perspectives. 

■ A strategy is essentially a theory about how to achieve the organization’s 
goals.(Q) 

• Align individual and unit goals to strategy 

o promotes goal congruence by encouraging everyone in the organization to work 
toward the same goals. 

• Link strategy to the budgeting process 

• Get feedback for continuous strategy improvement 

o It provides a framework that not only provides performance measurements but helps 
management to identify what needs to be done and how its achievement can be 
measured. 

• Balanced scorecard- A process of compiling and organizing the key performance indicators 
(KPIs) of an organization into four segments: financial, customer, internal business process, 
and learning and growth. Each KPI can be measured in a specific way so that it can be 
managed appropriately. 



The BCG Matrix 



The BCG (Boston Consulting Group) Growth Share Matrix looks at the company's products or 
services as one of the following: stars, cash cows, dogs, or question marks. 

The BCG Growth-Share Matrix is a method of analyzing a company ’s portfolio of products to determine where 
each product is in its life cycle in order to make better decisions about allocation of resources in planning. Since 
a large firm may be viewed as a portfolio of investments in the form of strategic business units (SBUs), 
techniques of portfolio analysis have been developed to aid management in making decisions about resource 
allocation, new business startups and acquisitions, downsizing, and divestitures. 
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BCG Growth-Share Matrix 
Relative Market Share (Cash Generation) 
High Low 



STARS 





CASH COWS 



QUESTION MARKS 





DOGS 



Stars (high RMS, high MGR) 



A star is in an industry that has a high market growth rate, and the product has a high share of the 
market. 

Stars are products or services with 

• High Relative Market Share (high cash generation) capabilities. 

• High Market Growth Rates (high cash usage) and 

Net cash flow (plus/minus) is modest. 

• High Cash generation 

• High Cash usage 



Question marks (low RMS, high MGR) 



A question mark is a product in an industry with a high market growth rate, but the product has a low 
share of the market. 

Question marks have 

• Low Relative Market Share (low cash generation) capabilities and 

• High Market Growth Rates (high cash usage) and 

Low cash generation & High cash usage 

• High Cash Usage 

• Low Cash Generation 



Cash cows (high RMS, low MGR) 



A cash cow is in an industry with a low market growth rate, but the product has a high share of the 
market. 

• Cash cows are in mature markets in which the growth rate has slowed, but they are market 
leaders. 

• The characteristics of a cash cow product do not change much, customers know what they are 
getting, and the price does not change much either. 
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Cash cows have 

• High Relative Market Share (high cash generation) capabilities . . . .but 

• Low Market Growth Rates (low cash usage). 



|Dogs (low RMS, low MGR) 



• A dog is in a mature industry with a low market growth rate, and it has a low share of the 
market. A dog does not consume much cash, but it does not generate much cash, either. 

Dogs have 

• Low Relative Market Share (low cash generation) capabilities and 

• Low Market Growth Rates (low cash usage). 

o The cash cows supply the cash to fund the future growth of the stars and the question 
marks. 



Balanced Scorecard 



Definition 

A framework for implementing strategy that translates an organization’s mission and strategy into a 
set of performance measures, my 

A process of compiling and organizing the key performance indicators (KPIs) of an organization into 
four segments: Financial, Customer, Internal Business Process, and Learning and growth. 

KPIs are measures that drive the organization to achieve its goals. Each KPI can be measured in a 
specific way so that it can be managed appropriately. 

Benefits of Implementing the BSC 

• Moving organizations away from concentrating solely on financial data, thus broadens 
management’s attention to short-run and long-run performance. 

o does not focus solely on achieving short-run financial objectives. 

• It also highlights the nonfinancial objectives that an organization must achieve to meet and 
sustain its financial objectives. 

• In for-profit companies, the primary goal of the balanced scorecard is to sustain long-run 
financial performance. Nonfinancial measures simply serve as leading indicators for the hard- 
to-measure long-run financial performance. 

• encourages managers to focus on elements that tend to lead to long-term success instead of on 
short-term financial performance by rewarding them for improvements in those elements that 
tend to lead to long-term success. 

o Evaluating and rewarding managers based on these non-financial indicators should lead 
to long-term financial performance improvements, if the proper non-financial indicators 
have been selected. 

Lagging vs. Leading indicators 
Financial Measures 

• Financial measures that focus on short-term financial performance are in fact lagging 
indicators of how the company is doing. 

Non- Financial Measures 

• Improvements in the non-financial measures provide the prospect of increased future economic 
value for shareholders. Nonfinancial measures focus on performance that should ultimately 
result in improved long-term financial performance. Thus nonfinancial measures are leading 
indicators of performance. 

The perspectives and their content have changed since the first article written by Kaplan and 
Norton. The current perspectives are as follows. 



1 An accounting report that includes the firm’s critical success factors in four areas: . . . 
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The Four Perspectives 

1) The Financial perspective 

• focuses on the organization’s financial objectives and enables tracking of financial success and 
shareholder value. 

By Evaluating 

• the profitability of the strategy and 

• the creation of shareholder value. 

Common measures of financial performance are: 

• Operating income, sales revenue growth, revenue from new products, gross margin percentage, 
cost reductions, Residual Income, and Return on Investment, New Produce Sales, 
Price/Eamings Ratio, Quick Ratio, return on equity, earnings per share and accuracy of sales 
projections, stock prices, operating earnings, earnings trend, revenue growth, gross margin 
percentage, cost reductions, cash flow coverage and trends, turnover (assets, receivables, and 
inventory), and interest coverage. 

Links to Financial Measures 

• Financial performance is a priority, but good long-term financial performance will not be 
achieved if goals in other non-financial categories are not attained. 

• To drive future financial performance, the BSC requires assessment of other non-financial 
categories 

2) The Customer perspective involves 

• This perspective identifies targeted customer and market segments and measures the 
company’s success in these segments. 

Market Share 

• measuring this success is the trend in the company’s share of the market over time and the 
degree to which it increases in line with management goals. 

Customer Satisfaction 

• if customers are not satisfied they will take their business elsewhere. 

• meeting customer needs better than the competition or being known for high quality and 
excellent customer service. 

• The number of repeat customers and the percentage of deliveries that are made as promised 
and when promised can measure the degree to which customers’ needs are being met. 

• Customer surveys can be used to measure the level of customer service provided after the sale. 

Pricing 

• become the lowest cost supplier, in which case pricing goals will be part of the customer 
perspective. 

o Being the lowest cost supplier can be measured by the customer’s total cost of using the 
company’s product relative to the customer’s total cost to use competitors’ products. 

Quality 

• The number of defective products returned and the level of product reliability over time can 
measure achievement of quality goals. 

Common measures of Customer satisfaction 

• Focusing on the customer is critical to accomplishing goals as the customer drives all of a 

company's revenue. 

• The primary customer outcome measures include market share, acquisition, satisfaction, 
retention, and profitability. 
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School of Continuing Education 

Financial Measure 


Nonfinancial Measure 


Customer Satisfaction 


Trends in dollar amounts of returns 


Market share 


Dealer and Distributor 
Relationships 


Trends in dollar amounts of discounts 
taken 


Fead time 


Marketing and Selling 
Performance 


Trends in dollar amounts of sales 


Market research results 


Prompt Delivery 


Trend in delivery expenses 


On-time delivery rate 


Quality 


Dollar amount of defects 


Rate of defects 



1) Other financial measures may include dollar amount of sales, dollar amount of returns, 
and warranty expense. 

2) Other nonfinancial measures may include unit sales, trends in unit sales, trend in market 
share, number of returns, rate of returns, customer retention rate, number of defects, number of 
warranty claims, rate of warranty claims, survey results, coverage and strength of distribution 
channels, training of marketing people, service response time, and service effectiveness, 

3) The Internal Process perspective (IBP) 

• includes innovations and improvements in products and services, operations, and customer 
service/support needed to create value for customers, which in turn furthers the Financial 
perspective. 

How “Internal Business Process ” (IBP) can help the company with below objectives? 

If one of the company’s customer goals is to be the lowest cost supplier 

o IBP should maintaining efficient, low-cost production , 

■ which can be measured by metrics such as the cost of raw materials, the number 
of employee hours needed to manufacture a unit of product, and plant 
utilization. Efficient cycle times also keep costs low. 

If high quality is a customer satisfaction goal 

• the support for that objective will also be required within the IBP that create high quality, such 
as good manufacturing practices . 

Meeting customers’ needs better than the competition 

• is supported by innovations in products and services, which can be measured by the number of 
new product introductions . 

Technological capability for customer service personnel 

• is necessary to provide excellent customer service, and it is also needed in manufacturing in 
order to produce high quality products efficiently . 

Internal business process measures 

Go beyond simple financial variance measures to include output measures, such as quality, cycle time, 

yield, order fulfillment, production planning, throughput, and turnover. 
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CSF 



Financial Measure 



Nonfinancial Measure 



Quality 

Productivity 



Scrap costs 



Rate of scrap and rework 



Change in company revenue/change in Units produced per machine 
company costs hour 



Flexibility of Response to Cost to re-purpose machine for new Time to repurpose machine 

use 



Changing Conditions 
Operating Readiness 
Safety 



Set-up costs 

Dollar amount of injury claims 



for new use 
Downtime 

Number of injury claims 



1) Other financial measures may include such things as quality costs and level of inventory 
carrying costs. 

2) Other nonfinancial measures may include new products marketed, technological 
capabilities, survey results, field service reports, vendor defect rate, cycle time, labor and 
machine efficiency, setup time, scheduling effectiveness, capacity usage, maintenance, and 
accidents and their results. 

4) The Learning and Growth perspective (originally called the innovation and learning 
perspective) 2 

The Learning and Growth perspective includes the capabilities that the organization must have in or- 
der to achieve its objectives in the IBP perspective. 

Components of the Learning and Growth perspective (3 C’s) 

• Human capital, or the skills, talents, and knowledge of employees; 

• Information capital, or the information systems, networks, and technology infrastructure of 
the company; and 

• Organizational capital, or the company’s culture, leadership, degree of teamwork, and 
knowledge management. 

Innovation and learning measures 

Focus on becoming efficient and effective at producing new products. The measures include time to 
market, percentage of sales from new products, and new products versus competitor's new products. 

Learning and growth measures 

Focus on education and training of personnel and can be measured by training sessions provided, 
developing leadership skills, and reducing the number of defects. 



CSF 



Financial Measure 



Nonfinancial Measure 



Development of 
Products 

Promptness of Their 
Introduction 

Human Resource 
Development 



New R&D costs 



Lost revenue (from slow introduction of 
new product to market) 



Recruiting costs 



Number of new patents 
applied for 

Length of time to bring a 
product to market 



Personnel turnover 



“ Originally focused on employee learning, but it now covers not only human capital but also organizational capital and 
information capital. Initially innovation was part of this perspective, but users of the balanced scorecard system 
discovered that innovation properly belonged in the Internal Process category. 
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Orientation/team-building costs 



Personnel complaints 



Competence of Work Force Training/retraining costs 



Hours of training 



1) Other financial measures may include financial and operating results. 

2) Other nonfinancial measures may include number of design changes and copyrights registered, 
R&D personnel qualifications, actual versus planned shipping dates, skill set levels attained, personnel 
survey results, organizational learning, and industry leadership. 



The Hierarchical Four broad categories of performance indicators/ perspectives. 



Financial Measures 



Customer Satisfaction 



Internal Business Processes 



Innovation and Learning 



Vision and Strategy 



In order for the balanced scorecard to be useful, 
the organization must be able to identify a cause- 
and-effect relationship between an action that 
could be taken (or avoided), that will have an 
effect on a CSF. 

• For example: If the organization increases its 
R&D budget, then the organization can 
increase the number of new patents applied 
for. 

• Achievement of the objectives in each 
perspective makes it possible to achieve the 
objectives in the next higher perspective. 

• This chaining of objectives and perspectives 
embodies the implementation of a strategy 
map. 



Key Performance Indicators for a Balanced Scorecard 3 

• KPls are measures of factors critical to the success of the organization. 

• SWOT analysis helps a company determine its key performance indicators (KPIs). 

• KPIs are specific, measurable goals that must be met in order to achieve a firm's strategy. 

• Each KPI requires a defined business process, clear objectives for the process, quantitative or 
qualitative measurements for the objectives, and a plan for identifying and correcting variances 
from plan. 

• KPIs should represent what is essential to the company competitive advantage and therefore its 
success. 

o To emphasize the importance of using strategic information, both financial and Non-financial, 
accounting reports of a firm's performance are now often based on critical successes factors in 
the above four different dimensions. 

• Once the firm has identified its CSFs, it must establish specific, measurable ways for each CSF 
that are both relevant to the success of the firm and reliably stated. 

• business should select a few critical metrics (KPIs) 

o KPIs should fit within an overall cause-and-effect relationship chain that ends with a relevant 
financial measure and the achievement of part of the company's strategy. 



~ CSFs are the cause of your success, whereas KPIs are the effects of your actions, some people use them interchangeably. 
The ICMA stop using the term CSFs and replace point “m” with a new one “1” m. define critical success factors and 
discuss the importance of these factors in evaluating a firm 1. define key performance indicators (KPIs) and discuss the 
importance of these indicators in evaluating a firm. 
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Functionality of the BSC/ implementation of a Strategy Map 

For the cause-and-effect chains of KPIs to be useful, they must be linked to a definite outcome and a 
performance driver that says how the outcome can be met 

To achieve its objectives, the organization must establish the following: 

1) Relevant criteria to measure outcomes. -This requires the use of lagging indicators which 
measure the results of actions. 

a. Outcome measures are lagging indicators, or historic indicators of success such as 
measures of profitability, market share, employee skills, or customer retention. 

2) Relevant performance drivers - This requires the use of leading indicators which are used to 
determine how an outcome can be met. 



Financial Perspective 


Increase Sales Revenue 




Increase Job Profitability 













Customer Perspective 






/ 




Increase No. of Customers 




Increase No. of Sales 





















Internal Process Perspective 
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Increase Choice 




Reduce Cost of 




Improve Quote 




Improve Order 


of Materials 




Materials 




Turnaround Time 




Turnaround Time 
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Labor Cost 




mum Object Size 








Ordering 

















Learning and Growth Perspective 


Increase Customer 
Service Personnel's 
Knowledge 




Improve Information 
Available to Customer 
Service Personnel 




Improve Customer 
Telephone Access 
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Strategy Map 

A strategy map links these four 
balanced scorecard perspectives 
together, beginning with Learning 
and Growth. 

The goals of the Learning and 
Growth perspective contribute to 
the Internal Process perspective 
because the company’s culture of 
empowering staff members and 
providing them with the 
technological support they need 
makes innovation and 

improvements in products and 
services possible. The innovations 
and improvements in products and 
services support the goals of the 
Customer perspective, such as 
increasing market share. Increased 
market share leads to increased 
profits, thereby supporting the 
goals of the Financial perspective. 



In a business where customer service is critical, important measurements to track include telephone wait time, the level of 
knowledge and empowerment of customer service personnel, and the availability to customer service personnel of needed 
information. For example, a company that provides 3D printing (additive manufacturing) services using 3D design files 
prepared and uploaded by the customer to its website needs service personnel knowledgeable enough to provide technical 
advice to customers in order to achieve satisfactory results; it needs adequate numbers of customer service representatives; 
and it must have sufficient telephone lines to keep customers’ wait times to a minimum. 
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Implementing a Balanced Scorecard 

Implementing the balanced scorecard basically involves executing strategy. Without execution, even 
the best vision remains a dream. The balanced scorecard lends itself well to strategy execution, 
because the scorecard itself is a method of describing strategy in a way that can be acted on. 



The characteristics Of Successful Implementation of BSC (Different Business Strategies call for Different 
Scorecards) 

A BSC is most successful jJUJglj 

• the entire organization is aware of it and supports it. 

• senior management support the program, even as high as the board of directors. 

• It is tied to the organization's strategy and goals, and the performance measures can be 
quantified. 

• It illustrating the sequence of cause-and-effect relationships 

• Each business unit and division should be involved in developing its own customized 
scorecard. 

o When scorecards as developed by middle managers need to be reviewed and approved 
with input from senior management to make sure they are congruent with the 
company’s goals. 

• It is organized according to the four perspectives, with each selected scorecard measure on a 
line and classified within its perspective. 

o The target can be in one column followed by the actual results in the next column. 

Results that are in line and out of line can be identified, perhaps by color, 
o Each manager should be accountable for specific lines on each report, and a division 
head is accountable for all the lines on the divisional report. 

• It identify tradeoffs that managers might make, for instance by reducing R&D spending to 
achieve short-run financial goals, or making other tradeoffs that could hurt future financial 
performance. 

o The decline of R&D spending or other problems would be signaled. 

• It is marketed to both management and staff to garner support. 

• Scorecard evaluation is more effective when it is used to judge the progress of an individual 
business unit relative to the prior year or relative to its goals rather than when used to compare 
a manager’s performance with that of other managers or a segment’s performance with that of 
other segments. 

• a firm have extensive enterprise resource planning 4 systems to capture the required 
information. 

• used to create an environment in which everyone can leam and grow. 

Problems With Balanced Scorecard Use for Performance Measurement 

The following are problems in implementation of the balanced scorecard approach: 

1) Using too many measures, with a consequent loss of focus on CSFs 

2) Failing to evaluate personnel on nonfinancial as well as financial measures 

3) Including measures that will not have long-term financial benefits 

4) Not understanding that subjective measures (such as customer satisfaction) are imprecise 

5) Trying to achieve improvements in all areas at all times 

6) Not being aware that the hypothesized connection between nonfinancial measures and 
ultimate financial success may not continue to be true. 



4 Enterprise resource planning (ERP) is a usually a suite of integrated business software applications that a company can 
use to collect, store, manage and interpret data from multiple business activities. (2015 LOS) 
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Budgeting Concepts 



Operations and Performance goals 



Strategy, the Long-Term Plan, and the Master Budget 



Planning is the process of charting the future in an uncertain and dynamic world & mapping out the 
organization's future direction to attain desired goals, selecting a course of action and specifying how 
the action will be implemented. 

Planning consists of: 

> Selecting organization goals 

> predicting results under various alternative ways of achieving those goals 

> deciding how to attain the desired goals 

> and communicating the goals and how to attain them to the entire organization. (H) 

A budget provides the foundation for planning, because a successful budget is created by a process of 
aligning the company's resources with its strategy 



Importance of Strategy in Budgeting 



A prerequisite for budget development is a strategic analysis that matches an entity's capabilities with 
available marketplace opportunities. 

Strategy specifies how an organization matches its own capabilities with the opportunities in the 
marketplace to accomplish its objectives. Strategic analysis is the basis for both long-term and short- 
term planning. Budgeting is a common accounting tool that companies use for implementing strategy, 
as budgeting facilitates movement toward strategic goals. A budget should start with a careful review 
and study of the organization’s strategic plan. The objective is to build a budget to achieve the 
organization’s strategic goals and objectives. 



Strategy, Planning, and Budgets 



Strategic plans are expressed through long-run budgets and operating plans are expressed via short-run 
budgets, budgets can lead to changes in plans and strategies. 



Formulation of Strategy starts with analyzing external factors and assessing internal capabilities 
Having analyzed external factors surrounding the organization and having assessed the internal 
situations it possesses, management can then match opportunities with the strengths and competitive 
advantages of the organization and determine the organization’s strategic goals and long-term 
objectives. 
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Resource Allocation 



The allocation of scarce resources among competing opportunities is accomplished through 
implementation of a strategy. 




Capital Budget 



Master Budget 



Long- term Planning 



The organization’s long-range plan identifies required actions over a 5- to 10 year period to attain the 
firm’s strategic goal(s), Planning for the long term can involve discontinuing certain operations over 
time, arranging for equity or debt financing, and allocating resources gradually to new branches of 
business. Such major reorganizations can be accomplished only over a period of time and usually 
involve the use of capital budgeting part of the master budget), Long-range planning often entails 
capital budgeting, which is a process for evaluating, selecting, and financing major projects such as 
purchases of new equipment, construction of a new factory, and addition of new products. 

The strategic goals and objectives of the organization are, ultimately, accomplished through a 
focused set of initiatives and projects that creates value for the organization. 



Short-Term Objectives and the Master Budget 



Short-term objectives are goals for the coming period, which can be a month, a quarter, a year, or 
any length of time desired by the organization for planning purposes. m 
An organization determines short-term objectives for the budget period based on 



Strategic goals i 

I I 

| Long-term objectives and plans | 

r 

| Operating results of past periods 



Expected future operating and 
environmental factors including economic, 
industry, and marketing conditions. 



These 
objectives 
serve as the 
basis for 
preparing the 
master 
budget for a 
period. 




A master budget translates the organization’s short-term objectives into action steps. A master 
budget reflects an organization’s operating and financing plans for the upcoming budget period over a 
year. 
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F undame ntals: Terminology, Budget Cycle, and Advantages o 
Budgeting 



The following budget terms are used in this section. 

Budget: A budget is (a) the quantitative expression of a proposed plan of action by management for a 
specified period and (b) an aid to coordinate what needs to be done to implement that plan. <h> 
Budgeting Or targeting: is the process of preparing a budget 
Budgetary Control to help ensure that a budget is achieved 
Pro forma Statements 

Strategic plan and Strategic budgeting: The strategic plan lays out the means by which a firm expects 
to fulfill its stated mission. Strategic budgeting is a form of long-range planning, strengths and 
weaknesses of the organization are evaluated 



Budgeting Cycle and Master Budget 



Well-managed companies usually cycle through the following budgeting steps during the course of the 
fiscal year: 

1- Plan the performance of the company, Create master budget and subbudgets. 

2- Set a frame of reference and get manager buy-in, budget is used to test current performance against 
expectations.. 

3 - Variations from the plan are examined, and corrective actions are taken when 

4- Planning again, in light of feedback and changed conditions when possible. 

The preceding four steps describe the ongoing budget process. The working document at the core of 
this process is called the master budget. The master budget expresses management’s operating and 
financial plans for a specified period (usually a fiscal year), and it includes a set of budgeted financial 
statements. <h> 



Advantages of Budget 



A budget forces managers to look ahead, to translate strategy into plans, to coordinate and 
communicate within the organization, and to provide a benchmark for evaluating performance. (h> 
Budgeting often plays a major role in affecting behavior and decisions because managers strive to 
meet budget targets, m 

Budgets play a crucial role in businesses. Without budgets, it’s difficult for managers and their 
employees to know whether they’re on target for their growth and spending goals. Budgeting is a 
common accounting tool that companies use for implementing strategy. 

Why does a successful company feel the need to watch its spending so closely? In many profitable 
companies, a strict budget is actually a key to their success. Through budgeting, managers learn to 
anticipate and avoid potential problems, m 

Budgets turn managers’ perspectives forward and aid in planning and controlling the actions 
managers must undertake to satisfy their customers and succeed in the marketplace. Budgets provide 
measures of the financial results a company expects from its planned activities and help define 
objectives and timelines against which progress can be measured. ( ro 
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Budgets are a big part of most management control systems. When administered wisely, a budget 
becomes a planning tool, a control tool, a motivational tool, and a communication tool. 



o 

o 

o 

o 

© 



As planning tool budget forces the organization to examine the future. 



Budgets promote coordination and communication among organization 
units and activities 



As a control tool budget provide a framework for measuring performance 



Provide motivation for managers and employees to achieve the company's 
plans 



Promotes the efficient allocation of organizational resources 



E 



s planning tool budget forces the organization to examine the future. 



Planning allows for the input of ideas from multiple sources within the organization, and allows for 
input from different viewpoints. The planning process may generate new ideas for the organization's 
direction, or it may provide insight into better ways to achieve goals that have already been 
established. Without a budget, the organization would be operating in a reactive manner, rather than in 
a proactive manner, minimize the adverse effects that anticipated problems could have on 
operations, Budgets force managers to think about and plan for the future. 



Budgets promote coordination and communication among organization units and activities 



A budget also serves as a communication device through which top management defines its plans 
and goals for the period so that other managers and employees have access to this information, 
allows each division to know what it needs to do to satisfy the needs of other divisions. 

Each part of the organization must coordinate its activities to attain the budgeted goals and objectives. 

A budget promotes goal congruence and coordination among operating units, budgets requires 
departmental managers to make plans in conjunction with the plans of other interdependent 
departments, 



As a control tool budget provide a framework for measuring performance and provide a means 
for controlling operations (reporting variances between actual and budgeted spending) 



By comparing actual results to the budget for a given period, a manager's performance can be 
evaluated. 



Question 



Why budgeted performance is a better criterion than past performance for 
judging managers? 



Answer 



Because inefficiencies included in past results can be detected and eliminated in 
budgeting, Future conditions may be expected to differ from the past, and these 
can also be factored into budgets 
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Monitoring: Provide a means to check on progress toward the organization's objectives. 

By comparing the actual results for a period to the budgeted results for that period, managers can see 
whether the organization is on track to achieving its goals. « ma) 



Question 



Why performance should not be compared against the current budget only? 



Answer 



Because 

• that can result in lower-level managers setting budgets that are too easy 
to achieve 



Question 



How the budgetary process serve effectively as a control function? 



Answer 



For the budgetary process to serve effectively as a control function, it must be 
integrated with the accounting system and the organizational structure. 



Question 



How the budgetary control process improve future performance? 



Answer 



Senior management ask questions about what happened and why, and how this 
knowledge can be used to ensure that such shortfalls do not occur again. 



Provide motivation for managers and employees to achieve the company's plans 



Question 



How the company use the budget process to improve motivation? 



Answer 



• Setting expected activities and operating results clearly in the budget, 
employees will know what is expected of them; Allow employees to 
participate in the budgeting process, thus helping employees embrace 
the budget as their own, Set demanding but achievable goals for 
managers. Performance evaluations allow an organization to motivate 
employees by rewarding them for good performance 



Question 



How challenging should budget targets be?? 



Answer 



In practice, most companies set their budget targets at a “highly achievable” 
level as highly achievable budgets may result in less undesirable behavior at 

the end of budgetary periods by managers who are intent on earning their 
bonuses. 



Promotes the efficient allocation of organizational resources 



A budget helps management to allocate resources efficiently and to ensure that subunit goals are 
congruent with those of other subunits and of the organization. 
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Characteristics of Successful Budgeting 



Many factors characterize a successful budget, but no single factor can lead to a successful budget. 

The common factors in a successful budget include the following: 

1. The budget must be aligned with the corporate strategy. 

2. The budget must be perceived by employees as a planning, communication, and 
coordinating tool, and not as a pressure or blame device. 

3. The budget must be characterized as a motivating tool to help employees work toward 
organizational goals. 

4. A budget should be coordinated. 

5. The budget should be used to alleviate potential bottlenecks and to allocate resources to those 
areas that will use the funds most efficiently and effectively. 

6. The budget must be seen as an internal control device, and internal-use budgets should base 
evaluations on controllable or discretionary costs. 



Take a note: 



Points from 1 to 6 discussed before so we will not give a detailed explanation again. 

7. The budget must have the support of management at all levels. 

8. Management (including top management) must fully endorse the budget-they must accept 
responsibility for reaching the budget goals. 

9. The single most important factor in assuring its success is for upper management to 
demonstrate that they take the project seriously and consider it vital to the organization’s 
future. 

10. A higher authority than the team who developed the budget must review and approve the 
budget. 

11. A budget can be successful only if those responsible for its implementation make it happen. 

12. People who are charged with carrying out the budget need to feel ownership of the budget. 

13. To be useful, the budget should be an accurate representation of what is expected to occur. 



Take a note: 



Points from 7 to 13 will be discussed through the topic “Who Should Participate in the Budgeting 
Process?” 

14. The time period for a budget should reflect the purpose of the budget (will discussed next 
pages). 

15. Sales and administrative budgets need to be detailed in order that key assumptions can be 
better understood (will discussed next pages). 

16. A budget should be flexible. 

The final budget should not be easily changed, but it must be flexible enough to be useful. 

Budgets should compel planning, promote communication and coordination, and provide performance 
criteria. The budget process must balance input from those who will need to follow the budget against 
a thorough and fair review of the budget by upper management. < ima) 
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Characteristics of a Successful Budgeting Process 



Whether the organization and its budget are very simple or highly complex, the characteristics of a 
successful budget process include: the budget period, the participants in the budget process, the basic 
steps in budgeting, and the use of cost standards oma>. 



Budget Period 

A budget usually is prepared for a set time, most commonly for the fiscal year with subperiod 
budgets for each of the constituent quarters or months.(B) 

Budgets can also be prepared on a continuous basis. <hk) 

In practice, Johnson & Johnson has only skeleton budgets for its 5- and 10-year budgets. < b) 



Budget Participants & Budget Process 

Three groups make or break a budget: the board of directors, top management, and the budget 
committee. Middle and lower management also play a significant role, because they create detailed 
budgets based on upper management's plan, (ima) 

Methods of budget preparation differ between companies, but all fall somewhere on a continuum 
between entirely authoritative and entirely participative. (ima> , in other words budget development 
can be done using a participative process, an authoritative process, or a consultative process 
(combination approach) (hk), Note that the combination approach is sometimes considered to be a 
form of the participative approach <ima). 



Basic steps in budgeting 

The process usually includes the formation of a budget committee; determination of the budget 
period; specification of budget guidelines; preparation of the initial budget proposal; budget 
negotiation, review, and approval; and budget revision. < b) 

For instance, the steps that responsibility centers take in preparing their budgets include: the initial 
budget proposal, budget negotiation, review and approval, and revision. <ima) 



The use of Cost Standards 

Organizations set different types of standards that they strive to achieve, Standards can be either 
authoritative or participative, Specific types of standard costs include ideal standards and 
reasonably attainable standards, Several sources are often used simultaneously when setting 
standards: activity analysis, historical data, market expectations, strategic decisions, and 
benchmarking, establishing a standard cost for direct materials & direct labor . <ima) 



Budget Department or The budget director/controller 



The budget department is responsible for compiling the budget and managing the budget process. 
The budget director and department are not responsible for actually developing the estimates on 
which the budget is based. This role is performed by those to whom the resulting budget will be 
applicable. The budget director has staff, not line, authority. (S)he has a technical and advisory role. 
The final decision-making responsibility rests with line management. <gl) 
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Methods of budget preparation -Authoritative or Participative Budgeting? 



The success of a budget program is largely determined by the way a budget is developed. (g> 

Methods of budget preparation differ between companies, but all fall somewhere on a continuum 
between entirely authoritative and entirely participative. 



The ideal process combines the features of each and falls somewhere between these methods, Note 
that the combination approach is sometimes considered to be a form of the participative approach .(iMA) 

An effective budgeting process often combines both top-down and bottom- up budgeting approaches. 
Divisions prepare their initial budgets based on the budget guidelines issued by the firm’s budget 
committee. Senior managers review and make suggestions to the proposed budget before sending it 
back to the divisions for revisions. The final budget usually is reached after several rounds of 
negotiations. For this reason, this is generally referred to as a negotiated budgeting process. (B) 

A consultative budget is a combination of authoritative and participative budget development 
methods. Senior management asks for input from lower-level managers but then develops the budget 
with no joint decision-making or negotiation involved. mKj 



Budgeting needs to be both bottom up and top down. Despite its advantages, a budget 
neither ensures improved cost control nor prevents inefficiencies. 



n an authoritative budg et (top-downi 
tudget- imposed budget). 



Top management sets everything from 
strategic goals down to the individual items 
of the budget for each department and 
expects lower managers and employees to 
adhere to the budget and meet the goals. 

(IMA) 

Authoritative budgeting provides better 
decision-making control than does 
participative budgeting. 

Top management sets the overall goals for 
the budget period and prepares a budget for 
operating personnel to attain the goals. 

An authoritative budget, however, often 
lacks the commitment (“buy-in”) of 

lower-level managers and employees 
responsible for implementing it.(B) 



n a participative bu dget (bottom-up or| 
;elf-imposed budgetj.MHBBBMHM 



Managers at all levels and certain key 
employees cooperate to set budgets for their 
areas, and top management usually retains 

final approval. ( ima) 

A participative budget is a good 
communication device. 

The process of preparing a budget often 
gives top management a better grasp of 
the problems their employees face and 
provides the employees a better 
understanding of the dilemmas that top 
management deals with. A participative 
budget also is more likely to gain employee 
commitment to fulfill budgetary goals. 
Unless properly controlled, however, a 
participative budget can lead to easy budget 
targets or targets not in compliance with the 
organization’s overall strategy. 
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dvantages and Disadvantages of Participative Budget Development 



Advantages include the following: 

A participative budget is a good communication device. A budget is potentially a good motivational 
tool. A participative budget is more likely to be achievable. Advantages of a participative budget 
include greater accuracy of budget estimates. Participatory budgeting involves extensive coordination 
between departments. 



Disadvantages include the following: 

Budget targets that are too easy to achieve. Participative budget can lead to targets not in compliance 
with the organization's strategy. Time-Consuming. 



E 



dvantages and Disadvantages of Authoritative Budget Development 



Advantages include the following: 

Better control. Facilitates the implementation of strategic plans. Reduces the time required for 
budgeting. Increases coordination of divisional objectives. Budgetary slack is not a problem. 

Disadvantages include the following: 

Lacks commitment (“buy-in”) of lower- Level managers, May result in a budget that is not possible to 
achieve, May limit the acceptance of proposed goals and objectives, Reduces the communication 
between employees and management. 

As these comments suggest, all levels in the organization should work together to produce the 
budget. Lower-level managers are more familiar with day-to-day operations than top managers. 
Top managers should have a more strategic perspective than lower level managers. Each level of 
responsibility in an organization should contribute its unique knowledge and perspective in a 
cooperative effort to develop an integrated budget. <g> 



An effective budgeting process therefore usually combines both top-down and bottom- up 
budgeting approaches. Divisions prepare their initial budgets based on the budget guidelines issued 
by the firm's budget committee. Senior managers review and make suggestions to the proposed 
budget before sending it back to the divisions for revisions. The final budget usually results from 
more participation, not enforced negotiations. 

4- Thus, the right approach is a good balance of top management involvement with 
lower-level managers. 

■ 4 - Greatest amount of positive motivation and goal congruence can be achieved if the firm have the divisional 
and senior management jointly develop goals and the divisional manager develop the implementation plan. 

4 - Senior management must still participate in the budget process to ensure that the combined objectives of the 
various departments are consistent with profitability objectives of the company and managers pursue 
objectives consistent with those set by top management. 



Behavioral Issues in Budgeting 



The human aspects of budgeting are extremely important 



Budgetary Slack or Padding the budget 



Budgetary slack describes the practice of underestimating budgeted revenues, 
overestimating budgeted costs, to make budgeted targets more easily achievable. 



or 
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Why mangers build slack into the budget 



Line managers are also unlikely to be fully honest in their budget communications if top 
management mechanically institutes across-the-board cost reductions (say, a 10% reduction in 
all areas) in the face of projected revenue reductions. Budgetary slack provides managers with a 

hedge against unexpected adverse circumstances. <h> 

Managers often justify such practices as insurance against uncertain future events. 



Adverse effects of Budgetary Slack 



. Budgetary slack misleads top management, which leads to inefficient resource planning and 
allocation and poor coordination .(hj 

. wastes resources and could lead employees to make half-hearted efforts . (bj 
. result in a very inaccurate master budget. ( ima> 

• misrepresent the true profit potential of the company. 



How companies avoid problems of budgetary slack? 



• Some companies use budgets primarily for planning purposes. They evaluate managerial 
performance using multiple indicators that take into account various factors such as the 
prevailing business environment and performance relative to competitors, use different 
approaches to obtain accurate information. 

• Another approach to reducing budgetary slack is for managers to involve themselves regularly 
in understanding what their subordinates are doing. 

• Some companies, such as IBM and Kodak, have designed innovative performance evaluation 
measures that reward managers based on the subsequent accuracy of the forecasts used in 
preparing budgets. 

• use the budget/profit plan as a planning and control tool but not for managerial 
performance evaluation. 

• holding in-depth reviews during budget development, and allowing for flexibility in making 
additional budget changes. 



The Budgeting Process 



The traditional budgeting process can range from the informal simple processes small firms use that 
take only days or weeks to complete to elaborate, lengthy procedures large firms or governments 
employ that span months from start to final approval. The process usually includes the formation of a 
budget committee; determination of the budget period; specification of budget guidelines; preparation 
of the initial budget proposal; budget negotiation, review, and approval; and budget revision. 



Best Practice Guidelines for the Budget Process 



Best practices in budgeting include the following, some of which have already been discussed: 

• The development of the profit plan should be linked to corporate strategy. 

• Use the budgeting process to minimize the adverse effects that anticipated problems 
might have on operations. 

• The profit plan must have the support of management at all levels. 

• Communication is vital. 

• The profit plan should be coordinated 

• The profit plan should be a motivating device. 

• Design procedures to allocate funding resources strategically. 

• Managers should be evaluated on performance measures other than simply meeting budget 
targets. 
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Link cost management efforts to budgeting. 

The strategic use of variance analysis. 

Reduce budget complexity and budget cycle time. 

The time period for a budget should reflect the purpose of the budget. 

Develop budgets that can be revised if necessary. A budget should be flexible. 
Budgeting should not be rigid. 



Budgeting and Responsibility Accounting 



Each manager, regardless of level, is in charge of a responsibility center. A responsibility center is a 
part, segment, or subunit of an organization whose manager is accountable for a specified set of 
activities. Four types of responsibility centers are cost centers, revenue centers, profit centers, and 
investment centers, m The higher the manager’s level, the broader the responsibility center and the 
larger the number of his or her subordinates, m Responsibility accounting is a system that measures 
the plans, budgets, actions, and actual results of each responsibility center, an 



Responsibility and Controllability 



Controllability is the degree of influence that a specific manager has over costs, revenues, or related 
items for which he or she is responsible. (H) 

A controllable cost is any cost that is primarily subject to the influence of a given responsibility 
center manager for a given period. <h> 

A responsibility accounting system could either exclude all uncontrollable costs from a 
manager’s performance report or segregate such costs from the controllable costs, an 



Cost classification according to performance evaluation VS. the cost classification according to 
behavior 



It is also important to recognize that fixed costs and indirect costs are not always uncontrollable, and 
variable costs and direct costs are not always controllable. The nature of each cost will vary according 
to its characteristics and each cost should be analyzed to determine who controls it. 



Question 



Why in practice, controllability is difficult to pinpoint? 



Answer 



For at least two reasons: 

• Few costs are clearly under the sole influence of one manager. 

• With a long enough time span, all costs will come under somebody’s 
control. 



Take a Note: 



• Executives differ in how they embrace the controllability notion when evaluating those 
reporting to them. 

o Some CEOs regard the budget as a firm commitment that subordinates must meet. 

Failure to meet the budget is viewed unfavorably, 
o Other CEOs believe a more risk-sharing approach with managers is preferable 



This distinction between controllable and non-controllable costs is especially important if managers’ 
performance evaluations will be dependent upon meeting budgetary targets. (Although we have said 
this is not a good idea, it may be done in some organizations.) If other performance measures are used 
to evaluate managers, this distinction may be less important. 
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Why managers should avoid overemphasizing controllability? 



Answer 



Responsibility accounting is more far-reaching. It focuses on gaining 
information and knowledge, not only on control. 

Responsibility accounting helps managers to first focus on whom they should 
ask to obtain information and not on whom they should blame. m 
Responsibility accounting involves holding managers responsible for only those things 
under his/her discretion and control, such as net revenue and controllable division costs. 



Question 



How do companies use responsibility centers? Should performance reports of 
responsibility center managers include only costs the manager can control? 



Answer 



A responsibility center is a part, segment, or subunit of an organization whose 
manager is accountable for a specified set of activities. 

Responsibility accounting systems are useful because they measure the plans, 
budgets, actions, and actual results of each responsibility center. Controllable 
costs are costs primarily subject to the influence of a given responsibility center 
manager for a given time period. Performance reports of responsibility center 
managers often include costs, revenues, and investments that the managers 
cannot control. Responsibility accounting associates financial items with 
managers on the basis of which manager has the most knowledge and 
information about the specific items, regardless of the manager’s ability to 
exercise full control. 



Cost Standards in Budgeting 



A standard cost is a carefully determined cost a firm or organization sets for an operation, the cost 
the firm or organization should incur for the operation. A standard cost usually is expressed on a per- 
unit basis. Standard costs are incorporated into budgets and as such can be used to monitor and 
control operations, and to evaluate performance. ( b A. standard is a carefully determined price , cost , or 
quantity that is used as a benchmark for judging performance. ^Standard costs are predetermined 
expectations about how much a unit of input, a unit of output, or a given activity should cost. The 
use of standard costs in budgeting allows the standard-cost system to alert management when the 
actual costs of production differ significantly from the standard. <gl) 



Question 



How are the words “budget” and “standard” related? 



Answer 



Budget is the broader term. To clarify, budgeted input prices, input quantities, 
and costs need not be based on standards. <h> 

As we saw previously, they could be based on past data or competitive 
benchmarks, for example. However, when standards are used to obtain budgeted 
input quantities and prices, the terms “standard” and “budget” are used 
interchangeably, <h> 



Four reasons for using standard costs are: 



(i) cost management, ex: standard costs can be used in costing inventory accounts, (ii) pricing 
decisions, (iii) budgetary planning and control, and(iv) financial statement preparation. 
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dvantages of standard cost system 



• Assists in performance evaluation. 

• Allows employees to better understand what is expected of them. 



Permits development of flexible budgeting. 



Ideal/theoretical or perfection or maximum efficient/tight Standards 



Reflects maximum efficiency in every aspect of an operation. 

Difficult, but not impossible, to achieve. 

Assume peak operating efficiency and the absence of any production disruptions, 
ideal standards assume perfection across all operations. 

can lead to undue stress on employees that, in turn, may lead to decreases in morale and 

ultimately decreases in productivity, m 

attained only under the best circumstances. to 

Allow for no machine breakdowns or other work interruptions, 

and they call for a level of effort that can be attained only by the most skilled and efficient 
employees working at peak effort 100% of the time. to 

work into a continuous improvement strategy and total quality management philosophies. ( ima> 



Some managers feel that such standards spur 
continual improvement. These managers argue that 
even though employees know they will rarely meet the 
standard, it is a constant reminder of the need for ever- 
increasing efficiency and effort, to they can have 
positive behavioral implications if workers are 
motivated to strive for excellence. 



However, they are not in wide use 
because they can have negative 
behavioral effects if the standards are 
impossible to attain. Few organizations 
use ideal standards. Most managers 
feel that ideal standards tend to 
discourage even the most diligent 
workers. 



Currently attainable (practical) standards costs/ “tight but attainable. 



sets the performance criterion at a level that a person with proper training and experience can 
attain most of the time without having to exert extraordinary effort, 
emphasizes normality and allows for some imperfections and inefficiencies. <b> 
allow for normal machine downtime and employee rest periods. co 

can be attained through reasonable, though highly efficient, efforts by the average worker. cg> 
achieved by reasonably well-trained workers with an allowance for normal spoilage, waste, 
and downtime. <GL) 

Serve as a better motivating target for manufacturing personnel. 

A currently attainable standard discourages continuous improvement because the workers are 
not motivated to perform better than they currently are performing continuous improvement is 
a key element in TQM. 

An alternative interpretation is that practical standards represent possible but difficult-to-attain 
results, (gl) 



Most companies use practical expected standard costs in their standard cost system and in their 
flexible budgets. If they choose not to do this, then management will have an additional variance to 
report; the variance between the practical expected costs and the Ideal theoretical costs. 



If standards are too tight, repeated failure to achieve them will reduce motivation. When 
standards are too loose, they represent an invitation to relax and provide little incentive to 
improve performance. 
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Standard-Setting Procedures 



A firm can use either an authoritative or a participative procedure in setting standards. An 
authoritative standard is determined solely or primarily by management. In contrast, a participative 
standard calls, throughout the standard-setting process, for active participation of employees affected 
by the standard. 




• ensure proper consideration of all operating factors, 

• expedite the standard-setting process, than when more individuals are involved. 

• management's expectations will be reflected in the resulting standard costs; 

• ensuring total consistency across all functional areas. 

• It is also far less complex and time-consuming than coordinating input from the middle and lower 
levels. 



|Disadvantage| 



• affected employees will not see them as their own and will be less likely to accept them, which in 
turn will reduce their motivation to achieve the standards. <hk> 

Firms using an authoritative process in standard setting, however, should keep in mind that a standard 
is useless if ignored by employees. 



i participative (grass-roots) standard-settingl 



Involves all the employees who will be affected by the standard. When employees participate in 
setting the standards, they are more likely to accept them and not see them as unreasonable. 

• Participation encourages employees to have a sense of ownership of the output of the process. 

• The result is an acceptance of, and commitment to, the goals expressed in the budget. 

• It provides a broader information base. 

• Middle- and lower-level managers are often far more informed about operational realities than 
senior managers. 

• Reduces the chance that employees will view the standard as unreasonable and increases the 
likelihood that they will buy into or adopt it as their own. 



|Disadvantage| 



• resulting standards may not support achievement of the firm's strategic goals or operating 
objectives.(HK) 

• costly in terms of time and money. 

• the quality of participation is affected by the goals, values, beliefs, and expectations of those 
involved, but if a budget is to be used as a performance evaluator, a manger asked for an 
estimate may provide one that is easily attained.(GL) 



Sources for Standards Setting 



Standard costs are derived from general standards for operations. Several resources are used in 
determining standards for operations. These are; 

• Activity analysis, 

• Historical data, and 

• Benchmarking 
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Forecasting 

(30% - Levels A, B, and C) 



Content Specification Outlines 



Section B. Planning, Budgeting and Forecasting 

• Section B.l. Strategic planning 

• Section B.2. Budgeting concepts 

Above CSOs cover below units in Gleim: 

STUDY UNIT EIGHT: ANALYSIS AND FORECASTING TECHNIQUES 

8.1 Correlation arid Regression 

8.2 Learning Curve Analysis 
8:3 Time Series Analysis 

8.4 Expected Value 

8.5 Sensitivity Analysis 

8.6 Strategic Management 

8.7 The Balanced Scorecard 

8.8 Strategic Planning 



STUDY UNIT NINE BUDGETING - CONCEPTS, METHODOLOGIES, AND 
PREPARATION 

9.1 Roles of Budgets and the Budgeting Process 

9.2 Budgeting, and Standard Costs 

9.3 The Master Budget 

9.4 Budget Methodologies 

9.5 Operating Budget Calculations — Production and Direct Materials 

9.6 Operating Budget Calculations - Others 

9.7 Projecting Cash Collections 

9.8 The Cash Budget 

9.9 Safes Forecasts and Pro Forma Financial Statements 



i 
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Planning in general refers to the process that provides guidance and direction regarding what an 
organization needs to do throughout its operations. It determines the answers to the “who, what, when, 
where and how” questions of a business operation. 

Planning is the first activity that management must undertake when creating yearly budgets and 
making other critical decisions that will affect the future. 

A company’s plan serves as its guide or compass for the activities and decisions made by individuals 
throughout the entire organization. 

Planning is the process of charting the future in an uncertain and dynamic world & mapping out the 
organization's future direction to attain desired goals, selecting a course of action and specifying how 
the action will be implemented. 

Planning consists of: 

> Selecting organization goals 

> predicting results under various alternative ways of achieving those goals 

> deciding how to attain the desired goals 

> and communicating the goals and how to attain them to the entire organization. (H) 

Good planning helps managers attain goals, recognize opportunities, providing a basis for controlling 
operations, forcing managers to consider expected future trends and conditions, checking progress 
toward the objectives of the organization and minimize the negative effects of unavoidable events. 

A budget provides the foundation for planning, because a successful budget is created by a process of 
aligning the company's resources with its strategy. While a plan or budget may not guarantee success, 
the lack of plan can remove opportunities, cause the company to be constantly putting out fires, or 
cause a complete business failure. When a budget exists without consideration of strategy, it usually 
begins with the prior year's budget and misses opportunities to change the direction of the company. 

Underlying Assumptions 

• A publicly-owned for-profit company must have maximizing shareholder value as its 
ultimate goal. The shareholders are the owners. They have provided risk capital with the 
expectation that the managers will pursue strategies that will give them a good return on their 
investment. 

• Shareholders want to see profitable growth: high profitability and also sustainable profit 
growth. 



o Shareholder value is the returns that shareholders earn as a result of having purchased 
shares in a company. Shareholders’ returns come from both: 

■ capital appreciation of their shares’ value and 

■ from dividends received. 

o Shareholder value is the returns that shareholders earn as a result of having purchased 
shares in a company. ( h K) 

o Profitability and profit growth are the primary means by which shareholder value 



increases 
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• Common shareholders, elect the board of directors. 

o Thus, the members of the board of directors represent the owners of the company. The board of 
directors of a company is responsible for: 

o ensuring that the company is operated in the best interest of the shareholders, who are the 
owners of the company. 

o sets company-wide policy and advises the CEO and other senior executives, who manage the 
company’s day-to-day activities. 

o Boards review and approve strategy, significant investments, and acquisitions. 

o oversees operating plans, capital budgets, and the company’s financial reports to common 
shareholders. 

o overseeing the internal control system. 

o provide governance (i.e., system by which a company is directed and controlled), guidance and 
oversight to the management of the company. 

o The board of directors is the critical link between shareholders and managers. 

o Managers carry out three major activities — planning, directing and motivating, and controlling, 
(next title discuss the roles of mangers). 

• For most companies, if not all, the ultimate objective is to achieve superior performance in 
comparison with the performance of their competitors. 

• Attaining and maintaining both short-term profitability and long-term profit growth is one of 
the greatest challenges facing managers. 




The Four Functions of Management! 



Management accounting information plays a vital role in the basic management activities — but most 
particularly in the planning and control functions. 

Management accountants 

• contribute to strategic decisions by providing information about the sources of competitive 
advantage m. 

• develops cost management information for the CFO, other managers, and employee teams 
to use to manage the firm and make the firm more competitive and successful. 

Cost management information is provided for each of the four major management functions: 



1. Strategic Management. Cost management information is needed to make sound strategic 
decisions regarding choice of products, manufacturing methods, marketing techniques and 
channels, assessing customer profitability and other long-term issues. 

2. Planning and Decision Making. Cost management information is needed to support recurring 
decisions regarding replacing equipment, managing cash flow, budgeting raw materials 
purchases, scheduling production, and pricing. 

3. Management and Operational Control. Cost management information is needed to provide a fair 
and effective basis for identifying inefficient operations and to reward and motivate the most 
effective managers. 

4. Preparation of Financial Statements. Cost management information is needed to provide 
accurate accounting for inventory and other assets, in compliance with reporting requirements, 
for the preparation of financial reports and for use in the three other management functions. 
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Strategic Management: 

The most important function is strategic management, which 
is the development and implementation of a sustainable 
competitive position in which the firm’s competitive 
advantage provides continued success. 

A strategy is a set of goals and specific action plans that, if 
achieved, provide the desired competitive advantage. 

Strategic management involves identifying and implementing 
these goals and action plans. 




Planning & decision making 

Next, management is responsible for planning and decision 
making , which involve budgeting and profit planning , cash 
flow management , and other decisions related to the firm’s 
operations, such as deciding when to lease or buy a facility , 
when to repair or replace a piece of equipment , when to 
change a marketing plan, and when to begin development of 
a new product. 



Control 

The third area of responsibility, control, consists of two 
functions, operational control and management control. 
Operational control takes place when mid-level managers 
(e.g.,site managers, product managers, regional managers) 
monitor the activities of operating-level managers and 
employees (e.g., production supervisors and various 
department heads). 

In contrast, management control is the evaluation of mid- 
level managers by upper-level managers (the controller or the 
CFO). 



Covered in Section B. Part 
one. & Section C Part two. 



T 



Management accounting 
information plays a vital 
role in these basic 
management activities — 
but most particularly in 
the planning and control 
functions. 




In the fourth function, preparation of financial statements, 

management complies with the reporting requirements of 
relevant groups (such as the Financial Accounting Standards 
Board) and relevant federal government authorities (for 
example, the Internal Revenue Service and the Securities and 
Exchange Commission). The financial statement preparation 
role has recently received a renewed focus as countries 
throughout the world have adopted International 
Financial Reporting Standards (IFRS), and the United States is 
expected to adopt these standards by 2014. The financial 
statement information also serves the other three management 
functions, because this information is often an important part 
of planning and decision making, control, and strategic 
management 
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The Work o f Management and the Need for Managerial Accounting 
Information 



Every organization — large and small — has managers. Someone must be responsible for formulating 
strategy, making plans, organizing resources, directing personnel, and controlling operations. <« 
planning, Managers everywhere, carry out three major activities, planning, directing and motivating, 
and controlling. 



Planning involves establishing a basic strategy, selecting a course of 
action, and specifying how the action will be implemented.( G) 



The most important planning tool when implementing strategy is a 
budget . A budget is the quantitative expression of a proposed plan of 
action by management and is an aid to coordinating what needs to be 
done to execute that plan. w 



Directing and motivating involves mobilizing people to carry out 
plans and run routine operations.(G) 



Management accountants 
serve as business partners 
in these planning activities 
because of their 
understanding of what 
creates value and the key 
success factors.(H) 
Companys’ management 
accountants will collect, 
analyze, and summarize 
these data in the form of 
budgets.ic.) 



Controlling involves ensuring that the plan is actually carried out and is 
appropriately modified as circumstances change. (G) 

Control comprises taking actions that implement the planning 
decisions, deciding how to evaluate performance , and providing 
feedback and learning to help future decision making. lH) 

Measuring actual performance informs managers how well they and 
their subunits are doing. m 

A budget serves as much as a control tool as a planning tool. Why? 
Because a budget is a benchmark against which actual performance can 
be compared.. (H) 

The performance report spurs investigation and learning. Learning can 
lead to changes in goals, changes in strategies, changes in the ways 
decision alternatives are identified, changes in the range of information 
collected when making predictions, and sometimes changes in 
managers. 



The performance report in 
would prompt the 
management accountant 
to raise several questions 
directing the attention of 
managers to problems and 
opportunities. (in 
As we shall see in later 
chapters, one of the 
central purposes of 
managerial accounting is 
to provide this kind of 
feedback to managers.®) 
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Basic Concepts/Definitions 



Strategic Management 



(The most important function) 



• Is the development and implementation of a sustainable competitive position in which the 
firm’s competitive advantage provides continued success. ( rl, 

• Sets overall objectives for an entity and guides the process of reaching those objectives. 

• It is the responsibility of upper management . ( gd 



Strategic planning 



| (sometimes referred to as long-range planning or Strategic analysis) 

The purpose of strategic planning is to 

• guide the company in its efforts to achieve superior performance, competitive advantage, and 
maximized shareholder value. 

• setting overall organizational objectives and goals and drafting strategic plans. It is a long term 
process aimed at charting the future course of the organization. ( gl/cma) 

• is the design and implementation of the specific steps and processes necessary to reach the 
overall objectives.^ 

• Strategic planning involves 

o a comprehensive look at an organization in relation to its industry, competitors, and 
environment .(IMA) 

■ A systematic approach to analyzing threats and opportunities and examining 
why some organizational strategies have better competitive and profit prospects 
than others 

drafting of strategic plans. 

A sound framework for developing an effective operating budget. 

An organizational learning opportunity for managers to think about strategies and how 
to best implement them 

An exercise to align management decision making and actions with corporate strategies 
(e.g., to gain the buy-in of managers and show how their decisions and actions support 
corporate programs) 

A basis for both financial and nonfinancial performance measures 
A channel of communication among all levels of management about strategies, 
objectives, operational plans, and so on. 

Guidance for approaching new situations 

• It is the responsibility of upper management-wu 
Although traditionally the responsibility of top management, all organizational 
members should be involved in the process. Well thought out strategic planning can 
help an organization adeptly navigate through turbulent times-both good and bad.oMAj 
An organizational learning opportunity for managers to think about strategies and how 
to best implement them 



o 

o 

o 

o 

o 

o 

o 



o 



o 



Limitations of Strategic Planning 

• The effort, time, and expense involved in the process 

• The fact that planning based on predictions is not an exact science; due to a variety of factors, 
plans may prove to be incorrect and fail 

• The potential for resistance to change resulting from entrenched ways of doing things 

• The risk that planning can become a bureaucratic exercise devoid of fresh ideas and strategic 
thinking 
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Strategic planning is based on: 

• identifying and specifying ultimate organizational goals and objectives (usually addressed 
first), 

• evaluating the strengths and weaknesses of the organization, and 

• assessing risk levels, 

• forecasting the future direction and influences of factors relevant to the organization such as: 

o market trends, 
o changes in technology, 
o international competition, and 
o social change. 

• deriving the best strategy for reaching the objectives given the organization’s strengths and 
weaknesses and the relevant future trends. 

• The time frame for strategic planning is normally five to ten years. It may, however, be longer. 

Setting ultimate objectives for the firm is a necessary prelude to developing strategies for achieving 
those objectives. Plans and budgets are then needed to implement those strategies. 

Strategic management and strategic planning are thus closely linked. By their nature, strategic 
management and strategic planning have a long-term planning horizon.^ 

The final step is to derive the best strategy for reaching the objectives. 



Strategy 



Strategy is the organization's plan to 

• match its strengths/capabilities with the opportunities in the marketplace to accomplish its 
desired goals over the short and long term. 

• addresses the objectives of the organization; 

• locates potential markets; 

• considers the impact of events, competitors, and the economy; 

• addresses the structure of the organization; and 

• evaluates the risks of alternative strategies. ( ima) 

• set of actions taken by managers of a company to increase the company’s performance. 
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Strategic Planning Framework (The success stories of many organizations are stories of good strategy formulation and 
execution) 

Formulation of strategy starts with 
analyzing external factors and assessing internal capabilities 



Examining external 
factors surrounding an 
organization, such as the 
economy, politics, 
regulations, society, 
environment, and 
competition, helps the 
organization to identify 
opportunities, 
limitations, and threats. 

Opportunities available during 
a booming economy can be 
substantially different from 
those available in other times. 
Political situations and 
regulations often define the 
best course of action for firms 
and organizations. (B) 




Assessing internal 
capabilities of the 
organization (e.g., 
strength and capability 
of management; 
structure, morale, and 
organizational culture) 
can help the 
organization recognize 
its strengths, 
weaknesses, and 
competitive advantages. 
(B) 



Having analyzed external factors surrounding the organization and having assessed the internal 
situations it possesses, management can then match opportunities with the strengths and competitive 
advantages of the organization and determine the organization’s strategic goals and long-term 
objectives.(B) 



(LOS) Discuss how strategic planning determines the path an organization chooses for attaining its long-term goals and 
mission 



An organization's strategic plan is a long-term plan that flows directly from the organization's vision and mission. The 
strategic plan is used to develop long-term goals for the organization. The organization sets long-term objectives as 
milestones to be achieved on the way to attaining the objectives. 
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Steps in the Strategic Planning/Management Process (five-stage process): 




Step 1 



Defining/selecting the company’s mission and addressing the key corporate goals. 




Step 2 



| Analyzing the organization’s external factors & the internal operating 
environment . 




Step 3 



Analyzing the organization’s external competitive environment in order to identify 
opportunities and threats; 

Analyzing the internal operating environment to identify strengths, weaknesses and 
limitations of the organization; 

The organization performs a situational analysis, also called a SWOT analysis 

Formulating and selecting strategies (SWOT analysis) that, Based on the results of 
the situational analysis, upper management develops a group of strategies 
describing how the mission will be achieved. 

Formulating and selecting strategies that, consistent with the organization’s mission 
and goals, will optimize the organization’s strengths and correct its weaknesses and 
limitations for the purpose of taking advantage of external opportunities while 
countering external threats (SWOT analysis); 




Step 4 



Developing and implementing the chosen strategies. 

Strategic plans are implemented through the execution of component plans at 
each level of the entity. 




Step 5 



Strategic controls and feedback are used to monitor progress, isolate problems, 
and take corrective action. Over the long term, feedback is the basis for 
adjusting the original mission and objectives. 



M-A-S-I-C 
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Step 1 



Defining the company’s mission and addressing the key corporate goals. 



The Mission Statement 

• Provides the guiding compass for an organization. 

• Provides the context within which its strategies will be formulated. 

• Summarizes the entity’s reason for existing. 

• It provides the framework for formulation of the company’s strategies. 

• succinctly articulates an organization's business position. 

• expresses how the organization will continuously move toward its vision and provides a clear 
view of what the firm is trying to accomplish for its customers. 

Characteristics of Effective Missions 

• When they consist of a single sentence. 

o mission of Starbucks Coffee Company is “to inspire and nurture the human spirit - one 
person, one cup and one neighborhood at a time. 

• Stated in general terms (very broad). 

o Setting specific objectives in the mission statement can limit an entity’s ability to 
respond to a changing marketplace (i.e., because customer demands can shift quickly, 
and a given need can be served in more than one way). 

• A mission statement answers this question: Why are we in business? In answering this 
question, a mission statement must be: 

o accurate, 
o easily understood, 
o motivating, and 
o transferable into action. 

• It needs to be flexible and ready to adapt to changing conditions and new ways of serving its 
customers’ needs. 

The mission statement includes four components: 

1) A statement of the company’s “reason to be.” 

2) Its vision, or a statement of a desired future stat. 

3) A statement of the organization’s values. 

4) A statement of its major goals. 







Statement of the Company’s “Reason To Be” 

In writing the mission statement, management should ask itself, “What is our business? What will it 
be? What should it be?” In answering the questions, they should think in terms of the customer: 

• What customer groups are being served? 

• What customer needs are being served? 

• And by what means (skills, knowledge or distinctive competencies) are customers’ needs 
being served? 

The answers should be customer-centered rather than product-centered. In other words, the company 
should be in business not to sell widgets, but to satisfy its customers’ needs for the benefits that the 
company can supply through its widgets. 
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Examples 

• For instance, HOCK is not in business to sell study materials for the CMA exams. Rather, 
HOCK is in business to help professionals advance in their careers and in their earning 
capacity by getting certified. 

• This company is applying 

o a particular skill (the ability to teach) 

o in order to satisfy a particular need (the need to get certified in order to advance 
professionally) 

o for a particular group of people (financial professionals). 

• Merck & Co., a pharmaceutical company, 

o “Our business is preserving and improving human life.” 

• Hilton Worldwide 

o To be the preeminent global hospitality company- the first choice of guests, team 
members, and owners alike. 



> The next part of the mission statement is the company’s vision. 

Statement of the Company’s Vision 

• It is what the company would like to achieve 

• Is a guiding image of future success and achievement articulated in terms of the organization's 
contribution to society. 

• Is a succinct statement of what an organization will do for future generations and how it wants 
to be perceived. 



Characteristics of Effective Visions 

• Should be challenging 

• A clear vision statement is compelling and unites everyone in the organization. 

• Stating an ambitious future state that will 



o 



o 



o 



motivate employees at all levels 

■ challenge management and employees alike to action 
drive the strategies that the company’s management will formulate and implement in 
order to achieve the vision, 
reflect organizational values and inspire and 



Examples 

• Du Pont’s mission statement says, 

o “Our vision is to be the world's most dynamic science company, creating sustainable 
solutions essential to a better, safer and healthier life for people everywhere.” 

• Hilton Worldwide 

o To fill the earth with the light and warmth of hospitality. 

> After the vision comes the company’s values 



Statement of the Company’s Values 

• Values state how managers and employees should behave and do business. 

• Values are the foundation of its organizational culture. 

o The organizational culture consists of the values, norms and standards that govern how 
the company’s employees work to achieve the company’s mission and goals, 
o A deep respect for the interests of customers, employees, suppliers and shareholders 
has been associated with high performance in firms and vice versa. 
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Statement of the Company’s Goals 

• Most companies’ primary goal is to maximize shareholder returns, which accomplished 
through 

o high profitability and 
o sustained profit growth. 

o However, pursuit of current profits should not be permitted to lead to management 
actions that will be to the detriment of long-term profitability and profit growth. 

■ For instance, cutting expenditures for research and development, marketing, and 
new capital investments will increase short-term profits, but it will do so at the 
expense of long-term profits. 

■ Furthermore, too much pressure to increase current profits can lead managers to 
take actions that are unethical, such as misrepresenting the true performance of 
the company to shareholders and others. 

Characteristics of well-constructed Goals 

• precise and measurable 

• crucial and address important issues 

• challenging while at the same time being realistic 

• specify when they should be achieved 

• clearly stated in specific terms 

• communicated to all individuals who will be impacted by them. 

> In order for plans to be as effective as possible, they must be coordinated among the different 
units and departments in the company so that they are in alignment with the larger goals of the 
company. 

o If plans are not coordinated and aligned with the corporate goals, different parts of the 
company may be working at cross-purposes and the company will not move in a positive 
direction. 

Various types of plans are used to match what is being planned with the company’s goals. 



LOS How mission leads to the formulation of long-term objectives 



Demonstrate an understanding of how mission leads to the formulation of long-term business objectives such as business 
diversification, the addition or deletion of product lines, or the penetration of new markets. 



Types of Plans and General Principles 




Types of Organizations Goals 


• Strategic Plans (Long-Term Plans) 




• Strategic Goals 


• Intermediate Plans 




• Tactical Goals 


• Short-Term Plans 




• Operational Objectives 



Strategic Plans (Long-Term Plans) 



• The company’s top management does the strategic planning. 

• Strategic plans are broad, general, long-term plans (usually five years or longer) and are based on 
the objectives of the organization. 

o The plan is updated, or rolled forward, each year. 

o Strategic planning is neither detailed nor focused on specific financial targets, but 

instead looks at the strategies, objectives and goals of the company by examining both the 
internal and external factors affecting the company. 
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• The results of this annual planning process are usually used, along with tactical and operational 
planning, in developing the budget for the coming year. 

o In this way, the strategic plan is used to determine resource allocation within the company. 

• Strategic planning is directional, rather than operational. This means that the company focuses on 
where it wants to go instead of specifically how it will get there. 



Note: The longer the time frame of the plan, the higher up in the organization the planning should be 
done. Similarly, the shorter the time frame of the plan, the lower in the organizational hierarchy the 
planning should be prepared. 



LOS Characteristics of successful strategic plans 



Identify the characteristics of successful strategic plans 



Characteristics of successful strategic plans 



A successful strategic plan is one that: 

1. Assists the organization in achieving its long-term goals and objectives. 

2. It has well-defined goals consistent with the strategic plan and the mission from which the plan 
we derived. 

3. It also has SMART objectives, objectives that are: 

• Specific 

• Measurable 

• Achievable 

• Realistic 

• Timely 



Strategic Goals 



• established at the highest levels of an organization. 

• part of the firm's strategic plan. 

• long range in nature. 

• Examples: 

o business diversification, 
o the addition or deletion of product lines, and 
o the penetration of new markets. 

Strategic goals require additional goals to be achieved at the tactical level. 



Intermediate Plans 



The strategic plan is then broken down into intermediate or tactical plans (one to five years), which 
are designed to implement specific parts of the strategic plan. 

• Upper and middle managers develop tactical plans. 

• Operational plans are developed by middle and lower-level managers. 

o For example, the board of directors should not be involved in developing weekly work 
plans for an assembly line. 



Tactical Goals 



o established at middle and lower levels of an organization. 

o established by business (also referred to as responsibility centers and strategic business 
units {SBUs}) or functional departments 
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Short-Term Plans 



• All shorter-term plans need to work toward the strategic plans of the company. 

• Short-term or operational plans are the primary basis of budgets. 

• Operational plans refine the overall objectives from the strategic and tactical plans in order to 
develop the programs, policies, and performance expectations required to achieve the company’s 
long-term strategic goals. 

• Short-term objectives and the tactics to achieve them should flow directly from the organization's 
strategic plan and should be designed to achieve the goals and objectives set forth in the strategic 
plan. The short-term objectives would be milestones along the road to the achievement of the long 
term goals. 



Objectives 



• provide the details or actions required to support goals. 

• Well-conceived objectives specify 

o the quantitative measures that will be used to track progress and performance-the 
desired action, 
o the timing of the action 
o the level of performance desired, 

o and the function or individual responsible for the action. 

• If one goal needs the achievement of multiple objectives, so all the objectives of different 
departments must be completed to realize the benefit of the goal. 



Figure IB-9 Comparison of Strategic and Operational Plans 





Strategic Plan 


Operational Plan 


Focus 


Underlies both long- and short-run 
planning; provides the basis for the 
budget 


Formulates specific goals for each 
business with detailed revenue and 
expense budgets 


Issues Examined 


Identifies and analyzes issues 
such as: 

• New global market entrants 

• Economic conditions 

• Plans for diversification 


Identifies and analyzes issues 
such as: 

• Quarterly earnings 

• Inventory levels 

• Major capital expenditures 

• Marketing plans 

• Productions plans 


Development 


Flows from top down; reflects a 
comprehensive analysis of external 
and internal factors 


Flows from bottom up; recommends 
specific options for the upcoming 
year 


Control 


Reviewed annually and updated 
as needed to reflect high-level 
changes 


Reviewed and updated/modified 
periodically throughout the year 
to address changing needs (such 
as lagging major product sales, 
competitors' new pricing structures, 
newly opened distribution channel) 



Q. A firm’s statement of broad objectives or mission statement should accomplish all of the 
following except 

A. Outlining strategies for technological development, market expansion, and product differentiation. 

B. Defining the purpose of the company. 

C. Providing an overall guide to those in high-level, decision-making positions. 

D. Stating the moral and ethical principles that guide the actions of the firm. 
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Answer (A) is correct. The determination of organizational objectives is the first step in the planning 
process. A mission statement is a formal, written document that defines the organization’s purpose in 
society, for example, to produce and distribute certain goods of high quality in a manner beneficial to 
the public, employees, shareholders, and other constituencies. Thus, a mission statement does not 
announce specific operating plans. It does not describe strategies for technological development, 
market expansion, or product differentiation because these are tasks for operating management. 
Analyzing and reviewing departmental budgets is an aspect of operational management and not a part 
of strategic planning. Analysis of the current month’s budget variances is not an aspect of strategic 
planning. Setting the target product mix and production schedule for the current year is not a concern 
of strategic analysis because it is a short-term activity. (GL/CMA) 



Importance of aligning long-term objectives with other tactical short term plans and budget 



Explain why short-term objectives, tactics for achieving these objectives, and operational planning (master budget) must 
be congruent with the strategic plan and contribute to the achievement of long-term strategic goals. 



Alignment of Tactics with Long-Term Strategic Goals 

Strategic plan precedes an operational plan; the strategic plan provides the foundation upon which the 
more detailed operational plan is developed. In that sense, strategic plans are "macro" plans and 
operational plans are "micro" plans. 




[Importance of Strategy in Budgeting 



A prerequisite for budget development is a strategic analysis that matches an entity's capabilities with 
available marketplace opportunities. 



A firm’s strategy is the path it chooses for attaining its long-term goals and 
mission. (B). 

Strategic analysis is the basis for both long-term and short-term planning, (ima) 

In turn, these plans lead to the formulation of budgets. 

Budgets provide feedback to managers about the likely effects of their strategic 
plans. Managers use this feedback to revise their strategic plans . (hi 



Strategy is the organization's plan to match its strengths with the opportunities in 
the marketplace to accomplish its desired goals over the short and long term. 
Strategy is the starting point in preparing its plans and budgets. 




Budgeting is a common accounting tool that companies use for implementing 
strategy, as budgeting facilitates movement toward strategic goals. (h,ima) 

A budget should start with a careful review and study of the organization’s 
strategic plan. The objective is to build a budget to achieve the organization’s 
strategic goals and objectives. (B) 
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By not relying on its strategic plan, an organization very likely would not be able to fully utilize its strengths 
and take full advantage of opportunities. Ignoring the strategic plan can result in not adequately funding the 
projects and initiatives that are critical to achieving results aside from the daily operations of taking and 
fulfilling sales orders. (B) 



Strategy, Planning, and Budgets 



Strategic plans are expressed through long-run budgets and operating plans are expressed via short-run 
budgets. But there is more to the story! The exhibit shows arrows pointing backward as well as forward. <ro 




The backward arrows are a way 
of graphically indicating that 
budgets can lead to changes in 
plans and strategies. 

Budgets help managers assess 
strategic risks and opportunities 
by providing them with 
feedback about the likely 
effects of their strategies and 
plans. Sometimes the feedback 
signals to managers that they 
need to revise their plans and 
possibly their strategies. on 



All entities have a finite amount of resources and want to make the most of their capital. The 



allocation of scarce resources 
implementation of a strategy. ( ima) 



among competing opportunities is accomplished through 




Capital Budget 



Master Budget 



Strategy 



Strategy provides the framework within which a long-range plan is developed. on 

Implementing the strategy requires formulation of long-term plans, and long-term plans are 

implemented using a budget process. <ima) 
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While a strategy is the starting point for achieving organizational goals, a long-term plan is needed to 
ensure that the strategy is implemented. oma> 

The organization’s long-range plan identifies required actions over a 5- to 10 year period to attain the 
firm’s strategic goal(s).m> 

Planning for the long term can involve discontinuing certain operations over time, arranging for 
equity or debt financing, and allocating resources gradually to new branches of business. Such major 
reorganizations can be accomplished only over a period of time and usually involve the use of capital 
budgeting part of the master budget). ( ima> 

Long-range planning often entails capital budgeting, which is a process for evaluating, selecting, 
and financing major projects such as purchases of new equipment, construction of a new factory, and 
addition of new products. 

Capital budgets are prepared to bring an organization’s capabilities into line with the needs of its 
long-range plan and long-term sales forecast. An organization’s capacity is a result of capital 
investments made in prior budgeting periods 

Capital budgeting is the process of allocating resources to an entity's proposed long-term projects. 
Because buildings, equipment, and hiring and training staff are all extremely expensive, such 
allocations must be made in accordance with strategy. 

The strategic goals and objectives of the organization are, ultimately, accomplished through a 
focused set of initiatives and projects that creates value for the organization. 

As such, it is important that the organization’s annual budgeting process give prominence to a 
particular class of capital-budgeting expenditures: strategic budget expenditures, including those 
related to sustainability. Because such expenditures lead to long-term value creation and competitive 
advantage, it is important that they be clearly identified and, to the extent possible, protected. Too 
often, such budgetary amounts are buried in ledger accounts and therefore subject to reduced support 
if not outright cutting. This is true particularly when short-term financial performance is falling short 
of expectations, with the consequent “need” to cut spending. <b, 






Short-term objectives are goals for the coming period, which can be a month, a quarter, a year, or 
any length of time desired by the organization for planning purposes. m 

An organization determines short-term objectives for the budget period based on 




Strategic goals 



These 



Long-term objectives and plans 



Operating results of past periods 



Expected future operating and 
environmental factors including economic, 
industry, and marketing conditions. 



objectives 
serve as the 
basis for 
preparing the 

master 
budget for a 
period. 
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Recognizing that the objective of an organization is multidimensional, more and more organizations 
are employing strategy maps and their companion, the balanced scorecard, to translate their strategy 
into objectives. Exhibit 10.2 depicts a translation of strategy into short-term objectives with the 
balanced scorecard. The arrows suggest that the process is both top-down and bottom-up. m 




A master budget translates the organization’s short-term objectives into action steps. A master 
budget reflects an organization’s operating and financing plans for the upcoming budget period. <b> 




The master budget is the overall plan for operations for a company or business unit over a year, an 
operating period, or a shorter duration. The master budget sets quantitative goals for all operations, 
including detailed plans for raising the required capital. uma; 

The master budget is a map showing where the company is heading, and, if it is properly designed, it 
will show the company heading in the same direction as the strategy and the long-term plan. The 
budget is more precise and of shorter duration than long-term plans, and it is more focused on 
responsibility centers than longer-term planning tools. <ima> 
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A master budget is broken down into an operating budget, a financial budget, and a capital budget. uma) 

An operating budget identifies resources that are needed for operations and is concerned with the 
acquisition of these resources through purchase or manufacture. Production budgets, purchasing 
budgets, sales promotion budgets, and staffing budgets are all operating budgets. 

A financial budget matches sources of funds with uses of funds in order to achieve the goals of the 
firm, including budgets for cash inflows, outflows, financial position, operating income, and capital 
expenditures. 

A capital budget is used to plan how resources will be used to support significant investments in 
projects that have long-term implications. These projects could include the purchase of new equipment 
or investment in new facilities. 

Efficient allocation of organizational resources during the budgeting process can be achieved 
through: 

• The process of developing the operating budgets for the individual units in an organization. 

• Making decisions about the most profitable way to utilize the resources available. 




After defining the company’s mission and developing its goals, the first step in developing a strategic plan is to 
analyze the forces that shape the industry in which the company operates and the competition within that 
industry in order to understand the opportunities available to the firm and any threats confronting the firm that 
can affect it in the pursuit of its mission. Understanding its opportunities and threats will enable the company to 
outperform the competition. 

External factors (recognition of OLT) 

• Are external or environmental opportunities and threats that face the organization. 

o Opportunities are those things that would enhance the organization's competitive position 
and profitability. 

o Threats are risks that, if they occur, would be detrimental to the organization's competitive 
position and profitability. 

The specific external factors affecting an organization's strategy are determined by its industry and 
broader environment. They are identified by considering 

a) Macroenvironment factors (economic, demographic, political, legal, social, cultural, and 
technical) and 

b) Microenvironment factors (suppliers, customers, distributors, competitors, and other 
competitive factors in the industry). 



(LOS) External factors that should be analyzed & recognition of OLT 



Identify the external competitive environment factors that should be analyzed during the strategic planning process and 
understand how this analysis leads to recognition of organizational opportunities, limitations, and threats 
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Three environments should be examined, and the three environments are interrelated and shaping the 
organizational strategy: 

1. The industry in which the company operates, 

• Market forces, industry trends, and competition. 

2. The country or the national environment in which the company operates as well as the 
international environment, 

3. And the wider environment, or macroenvironment in which the company operates. 

• Economic, demographic, political, legal and regulatory factors, social, cultural, and 
technical changes. 

• Stakeholder groups and their social concerns. 

• Globalization trends, emerging markets, and nongovernment organizations (e.g., United 
Nations, World Bank, etc.). 

All of these external factors need to be examined during strategic planning in order to understand the 
opportunities available to the firm and any threats confronting the firm. 



1. Identifying the industry the company competes in is the first step in external analysis. 

• Identifying companies that offer similar products to satisfy the same basic needs of 
their customers. 

• Implement an industry analysis by assessing the: 

• company’s industry as a whole 

• company’s competitive position within the industry 

• the competitive positions of its major rivals. 

Once the boundaries of an industry have been identified, managers face the task of analyzing 
competitive forces within the industry environment in order to identify opportunities and threats. 
Michael E. Porter’s well-known framework, kn own as “The Five Forces Model,” has helped 
managers with this analysis. An extension of his model, shown in Figure 2.2, focuses on six forces that 
shape competition within an industry: 

(1) the risk of entry by potential competitors, 

(2) the intensity of rivalry among established companies within an industry, 

(3) the bargaining power of buyers, 

(4) the bargaining power of suppliers, 

(5) the closeness of substitutes to an industry’s products and 

(6) the power of complement providers (Porter did not recognize this sixth force). 

Michael Porter developed a model examining five forces and their collective role in determining the 
strength of competition and profitability. It includes an analysis of the five competitive forces that 
determine long-term profitability as measured by long-term return on investment . 

Porter’s Arguments: 

• As the forces grow stronger, they limit the ability of established companies to raise prices and 
earn greater profits. 



Threats include conditions in the external 
environment that pose a danger to profitability 



Opportunities arise when companies can 
leverage external conditions to develop and 
implement strategies that will make them more 
profitable. 
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when one or more of 
these competitive forces 

is strong 



it creates limitations on 
the company’s ability to 
/ raise prices and earn 
* greater profits. 



• Within Porter’s framework, a strong competitive force can be regarded as a threat because it 
depresses profits. 

• A weak competitive force can be viewed as an opportunity because it allows a company to 
earn greater profits. 

o The strength of the forces may change overtime as industry conditions change. 
Managers face the task of recognizing how changes in the forces give rise to new 
opportunities and threats, and formulating appropriate strategic responses. 

■ In addition, Porter says it is possible for a company, through its choice of 
strategy, to alter the strength of one or more of the forces to its advantage. 

Michael Porter’s model of competitive strategies has two variables: competitive advantage and 
competitive scope. The strategy adopted depends on whether the advantage sought is based on lower 
cost or product differentiation, and on whether the scope is broad or narrow. ( gl/cma) 



Figure 2.2 Competitive Forces 



Bargaining 

power 

of 

suppliers 



Risk 
of entry 



1 



Rivalry among 
^ established a 
^ firms in ^ 
industry 

/ \ 



Bargaining 

power 

of 

buyers 



Threat of 
substitutes 



Power of 
complement 
providers 



According to Porter, the five forces that shape competition within an industry are: 



1) The risk of entry by potential competitors. 



Definition 

Potential competitors are companies that are not currently competing in an industry, but have the 
capability to do so if they choose. 

The risk of entry by potential competitors is a function of the height of barriers to entry , that is, factors 
that make it costly for companies to enter an industry. 
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Accordingly the prospects of long-term profitability depend on the industry’s barriers to entry . 




Economies of scale (and learning curve 
effects) are not significant. 



Costs of switching suppliers are low. 



Existing firms do not have the cost 
advantages of vertical integration 



Product differences are few. 



Brand identity of existing products is weak. 



Access to existing suppliers is not blocked, 
and distribution channels are willing to accept 
new products. 



Capital requirements are low 



Exit barriers are low. 



Threat of entry will 
Increase 



The government’s policy is to encourage 
new entrants. 
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2) The intensity of rivalry among established companies within an industry. 



Definition 

Rivalry is the competition among companies in an industry to gain market share from one another. 



Weapons in the competition include: 


• 


prices, 


• 


product design, 


• 


promotional efforts, 


• 


selling efforts, and 


• 


service and sup-port after the 




sale. 



The intensity of rivalry among established companies 
within an industry is largely a function of four factors: 

(1) industry competitive structure, 

(2) demand conditions, 

(3) cost conditions, and 

(4) the height of exit barriers in the industry. 



Level of Intensity 




Factors Affecting the Level of Intensity 
(1) Industry competitive structure 
Definition 

The competitive structure of an industry refers to the number and size distribution of companies in it, 

something that strategic managers determine at the beginning of an industry analysis. 

Industry structures vary, and different structures have different implications for the intensity of rivalry. 



A fragmented industry consists of a large number 
of small or medium-sized companies, none of 
which is in a position to determine industry price. 

• Low-entry barriers. 

• Undifferentiated product 

• Accordingly, this constitutes a threat rather 
than an opportunity. 



A consolidated industry is dominated by a small 
number of large companies (an oligopoly) or, in 
extreme cases, by just one company (a monopoly), 
and companies often are in a position to determine 
industry prices. 

• High-entry barriers. 

• Differentiated product 

• Companies in consolidated industries 
sometimes seek to reduce this threat by 
following. 
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Product Differentiation 
Less differentiation: 

• tends to heighten competition based on price since customers often focus on price, terms, 
with price cutting leading to lower profits and rivalry intensifies.. 

Highly Differentiated product: 

• when customers develop preferences and brand loyalty due to large perceived differentiation. 
Product differentiation can foster buyer preferences and loyalties to particular suppliers. 
Naturally, organizations seek differentiation that is sustainable (e.g., a feature that is difficult to 
imitate, remains useful, and customers are willing to pay for). 

Customer switching costs. 

• the costs of switching from one competitor’s product to another. 

o If costs are of switching suppliers are high this will weaken competition. 

■ Changing a computer operating system is an example of a situation in which a 
customer typically would incur a general disruption of operations and expensive costs. 

(2) Demand Conditions and the stage of the industry life cycle. 

• Growing demand tends to reduce rivalry because all companies can sell more without taking 
market share away from other companies. High industry profits are often the result. 

• Conversely, declining demand results in increased rivalry as companies fight to maintain 
market share and revenues. 

o Demand declines when customers exit the marketplace, or when each customer 

purchases less, (i.e., The stage of the industry life cycle decline) . When this is the case, 
a company can only grow by taking market share away from other companies. Thus, 
declining demand constitutes a major threat, for it increases the extent of rivalry 
between established companies. 

(3) Cost Conditions/Structure (Whether fixed costs are high in relation to variable costs) 

High fixed costs indicate that rivalry will be intense. 

• In industries where fixed costs are high, The greater the cost to generate a given amount of 
sales revenues, the greater the investment intensity and the need to operate at or near 
capacity, profitability tends to be highly leveraged to sales volume, and the desire to grow 
volume can spark intense rivalry. 

o Firms cannot cover their fixed costs and will not be profitable if sales volume is low. 

■ Thus they have an incentive to cut their prices and/or increase promotional 
spending to drive up sales volume in order to cover fixed costs (i.e., price 
cutting to sustain demand is typical). 

o Capacity utilization is emphasized when fixed costs are high. Any excess capacity often 
leads to price cutting and a cycle of price matching, 
o Capacity expansion 

■ If the size of the expansion must be large to achieve economies of scale, 
competition will be more intense. The need for large-scale expansion to 
achieve production efficiency may result in an excess of industry capacity over 
demand. 

(4) Exit Barriers 

The height of exit barriers can influence the intensity of rivalry among established companies within 
an industry. Exit barriers are factors that prevent companies from leaving an industry. 
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• If exit barriers are high, companies may find themselves locked into an industry with 
declining demand, causing excess capacity which leads to price wars. 

• An example of a high exit barrier is a large investment in assets that are specific to the 
industry. A company leaving an industry when the industry had over-capacity would not be 
able to sell its assets or would have to sell them at a very low price resulting in a large loss. 



|3) The bargaining power of buyers. 



• If buyers such as large discount store chains have the ability to bargain down prices or to 
demand better product quality and service that would increase manufacurers’ costs, an industry 
can become less profitable. Therefore, powerful buyers are a threat. 

Buyers’ bargaining power varies with the following factors: 

a) When purchasing power is concentrated in a few buyers or when buyers are well organized, 
their bargaining power is greater. This effect is reinforced when sellers are in a capital- 
intensive industry. 

b) High (low) switching costs decrease (increase) buyers’ bargaining power. 

c) The threat of backward (upstream) vertical integration, that is, the acquisition of a supply 
capacity, increases buyers’ bargaining power. 

d) Buyers are most likely to bargain aggressively when their profit margins are low and a 
supplier’s product accounts for a substantial amount of their costs. 

e) Buyers are in a stronger position when the supplier’s product is undifferentiated. 

f) The more important the supplier’s product is to buyers, the less bargaining power they 
have. 



|4) The bargaining power of suppliers. 



• If suppliers have the ability to raise the prices of inputs such as materials or direct labor 
(through labor unions, for instance) or to lower quality, it will raise the costs of companies in 
the industry. So powerful suppliers are also a threat. 

Suppliers’ bargaining power is greater when 

a) Switching costs are substantial. 

b) Prices of substitutes are high. 

c) They can threaten forward (downstream) vertical integration. 

d) They provide something that is a significant input to the value added by the buyer. 

e) Their industry is concentrated, or they are organized. 



p) The closeness of substitutes to an industry’s products. 



• The existence of close substitutes for an industry’s product is a threat because it limits the 
prices that can be charged for the product, the less attractive the industry is to potential 
entrants. 

• If there are few or no close substitutes, then companies have the opportunity to raise prices 
without fear that their customers will switch to a substitute. 

Substitutes are types (not brands) of goods and services that have the same purposes, for example, 
plastic and metal. 

Structural considerations affecting the threat of substitutes are 

a) Relative prices, 

b) Costs of switching to a substitute, and 

c) Customers’ inclination to use a substitute. 
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Linkage of the Five Forces to Strategic Planning 



The collective strength of the five competitive forces determines the ability of firms to earn rates of return on investment in 
excess of the cost of capital. In industries where the strength of the five forces is favorable (e.g., pharmaceuticals), profits 
are attractive. Understanding industry structure is a critical starting point during strategy formulation. The strongest force 
or forces assume increased importance during strategic planning and strategy formulation. 



0 



Sixth Force: Complementers 



(products that add value to (complement) the products of companies in an industry) 



When complements are an important determinant of demand for an industry’s products, industry 
profits critically depend upon an adequate supply of complementary products. 

• When the number of complementers is increasing and producing attractive complementary 
products, demand increases and profits in the industry can broaden opportunities for creating 
value. 

• Conversely, if complementers are weak, and are not producing attractive complementary 
products, they can become a threat, slowing industry growth and limiting profitability. 



2. Analyzing the national and international environment includes assessing: 

• domestic as well as international political risk: 

• government expropriation and war 

• the impact of globalization (migration to international operations) on competition 
within the industry 



Linkage of national and international environment 



Multinational or global organization must make considerable investments in resources, and these investments should be 
carefully crafted during strategic planning. 

An enterprise needs to acquire additional skills and competence as it moves through the stages of globalization. 

3. Analyzing the macroenvironment (macroeconomic) factors includes assessing: 

• Economic condition will affect demand and thus sales revenue and net income in the 
future. 

• Economic growth 

• leads to more consumer spending and gives companies the opportunity 
to expand their operations and increase their profits. 

• Economic recession 

• leads to a reduction in consumer spending and, in a mature industry, 
may cause price wars. 

• The level of interest rates affect any company’s cost of capital and thus its ability to 
raise capital and invest and expand. 

• Rising interest rates will cause demand to decrease 

• Falling interest rates will cause demand to increase. 



• Changes in currency exchange rates affect the competitiveness of companies in 
international trade. 

• A declining local currency creates opportunities for increased international sales 
while decreasing foreign competition. 

• An increasing local currency causes the opposite condition. 

• Both inflation and deflation 
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• When inflation increases, it is difficult to plan on what the real return will be 
from an investment. 

• Deflation also causes a lack of stability in the economy, because when prices 
are deflating, companies with a high level of debt and the obligation to make 
regular fixed payments on the debt can find themselves unable to service that 
debt. 

• Legal and Regulatory F actors . 1 : 

• A host of legal factors can impact product/service success. Examples include: 

• Patents 

• Copyrights 

• Trademarks 

• Antitrust laws 

• Trade protectionism 

• Product/service liability issues 

• Environmental liability concerns 

• Employment law and litigation 

• Compliance with the Sarbanes-Oxley Act (SOX) 

• General examples of regulatory factors that can affect an organization's strategy include: 

• Social Regulations 

• Environmental Protection Agency (EPA) standards restrict pollution of air, 
water, and land. 

• Occupational Safety and Health Administration (OSHA) standards protect 
the safety and health, of American workers, 

• Federal Trade Commission (FTC) regulations protect consumers, require 
truthful advertising by businesses, and prohibit collusion (e.g., price fixing and 
allocating markets). 

• Industry Regulations 

• Federal Aviation Administration (FA A) requirements for airports, air traffic 
control, safety issues, and routes. 

• Federal Communications Commission (FCC) regulations for radio and 
television frequencies. 



• Food and Drug Administration (FDA) requirements for safety in the food and 
drug industry and in medical device manufacturing. 




Depending on the industry, legal and regulatory factors may be interrelated. But the two factors also have some key 
distinctions. Legal factors are rules of conduct promulgated by legal entities (e.g., federal, state, county provincial, or city 
laws); they are enforced by the threat of punishment. Regulatory factors (or regulations) are principles or rules designed 
to control or govern behavior. Theoretically, regulations are voluntary. But in many situations, regulations can have the 
force of law (i.e., regulatory factors are enforced most often by some form of self-regulation, with the threat of fines 
and/or disenfranchisement). For example, an organization may not be able to compete in a given market if it does not 
comply with regulatory factors. 
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• Technological Changes 

• Technology can result in the creation of industry substitutes (e.g., wireless phones 
versus land lines). 

• Technology can reduce the need for large-scale distribution and open a market up to 
new entrants (e.g., Web-based e-commerce technology versus traditional distribution 
channels). 

• Technology can accelerate new product designs and facilitate short production runs 
in manufacturing-based industries, leading to either intense rivalry or monopoly. 



Linkage of a Technology Assessment to Strategic Planning 



Characteristics of a sound technology strategy include: 

• Plans for attaining short-term and long-term objectives and major projects, including goals and milestones. 

• Resource allocation. 

• Alignment to the organization's financial plan and budget. 

A technology strategy also should be easily understood and well communicated. The commitment of key people must be 
secured. The technology strategy establishes preliminary organizational priorities and commitments to innovation and 
technology development, always keeping the firm's strategic positioning in mind. 



• Stakeholder Groups and Their Social Concerns 

• Executives 

• Managers and employees (including their families) 

• The organization's board of directors 

• Shareholders (stockholders) 

• The industry in which the organization operates 

• Customers 

• Competitors 

• Suppliers 

• Business partners 



Linkage of a Stakeholder Analysis to Strategic Planning 



During strategic planning, it is important to identify the various stakeholders to understand their expectations and 
potential influences on the enterprise and to ensure that their needs and interests are addressed. If not on board, 
stakeholders can withhold resources and support and potentially undermine the legitimacy of the enterprise. 

Shareholder value and stakeholder analysis are not mutually exclusive. Obvious decisions that balance expenses 
with revenues and are aligned to corporate goals are usually prudent courses for action. However, challenges can arise. 
For example, an organization may face a situation that violates the rights of one at the benefit for many. But most 
organizations also look for ways "to do the right thing" for all stakeholders while still achieving satisfactory profits for 
shareholders. 
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B5HI3 > Analyzing the Internal Environment 



Analyze the organization’s internal operating environment to identify the organization’s strengths and 
weaknesses. 

Internal factors (recognition of SWC) 

• Are the organization's strengths and weaknesses. 

o Strengths are those things that would enhance the organization's competitive position and 
profitability; 

o Weaknesses are those that detract from its competitive position and profitability. 

Distinctive competencies are the firm-specific strengths of a company. Valuable distinctive 
competencies enable a company to earn a profit rate that is above the industry average, 
o The distinctive competencies of an organization arise from its: 

■ resources (its financial, physical, human, technological, and organizational 
assets) and 

■ capabilities (its skills at coordinating resources and putting them to productive 
use). 

Therefore, Internal analysis focuses on reviewing the: 
o Resources, 
o Capabilities, and 
o Competencies of a company. 

Competitive Advantage 

• A company is said to have competitive advantage when it is more profitable than the average 
company in its industry. 

o It has a sustained competitive advantage if it is able to continue having above-average 
profitability over several years as this is the primary objective of strategy. 

• In order to achieve a competitive advantage, a company needs to pursue strategies that build on its 
existing resources and capabilities and formulate strategies that build additional resources and 
capabilities (develop new competencies). 

• Competitive advantage achieved through superior performance, thus a company must have or 
create two basic things: 

o 1) Distinctive competencies and the superior efficiency (superior value creation) , quality, 
innovation and customer responsiveness that result from them. 

■ Distinctive competencies stem from two sources: 

• 1J Tangible resources (land, buildings, inventory, and cash) & Intangible 
resources (brand names, company reputation, intellectual property such as 
patents and trademarks, and employees’ knowledge), and 

• 2] Capabilities (intangible) that coordinate its resources and to put them to 
productive use. Therefore, capabilities are essential for distinctive 
competency, whereas special resources are not always necessary. 

■ Distinctive competencies are strengths that a company has that enable it to have: 

• A differentiation advantage, meaning it is able to provide the customer with 
benefits that exceed those of its competitors, and/or 

• A cost advantage, meaning it is able to provide to the customer the same 
benefits as its competitors do, but at a substantially lower cost. 



Prepared by: Scimeh.Y.El-lithy. CM A, CIA. 



29 



^ THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 

■ In other words, to create superior value (utility) a company must lower its costs 
or differentiate its product so that it creates more value and can charge a higher 
price, or do both simultaneously. 

o 2) The profitability that is derived from the value customers place on its products, the 
price that it charges for its products, and the costs of creating those products. 




At the same time, 
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Figure 3.1 Strategy, Resources, Capabilities, and Competencies 




Figure 3.6 Building Blocks of Competitive Advantage 
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Good Internal Analysis = analyze the financial performance 

If a company’s managers are to perform a good internal analysis, they need to be able to analyze the 
financial performance of their company, 

• identifying how the strategies of the company relate to its profitability, as measured by the 
return on invested capital. 

• This involves comparing, or benchmarking, the company’s current financial performance 
against that of its competitors as well as against the company’s own historical performance. 

o management can see whether the company is more or less profitable than its 
competitors and 

o whether its profitability has been improving or deteriorating, 
o whether the strategies the company is pursuing are maximizing value creation, 
o whether the company’s costs’ are in line with those of their competitors, and 
o whether the company’s resources are being used effectively. 

• The greater the utility that customers receive from a company’s products or services, the greater 
the number of pricing options the company has. 

• If a company is going to achieve a sustained competitive advantage and superior profitability, its 
management needs to make the right choices with respect to utility, by using differentiation and 
pricing, given the demand in the company’s market as well as the company’s cost structure at 
various levels of output, all of that will be done through value chain analysis. 

Durability of Competitive Advantage 

Another consideration in internal analysis is: How long any competitive advantage that a company has 
will last? 

The durability of a company’s competitive advantage depends on 

• the height of barriers to imitation, or factors that make it difficult for a competitor to imitate 
the company’s distinctive competencies, such as patents. 

• the capability of competitors to imitate the company’s competitive advantage, based upon 
their 

o prior strategic commitments that will make it difficult to respond to new competition 
if it would require changing its commitments. 

o and their absorptive capacity (the company’s ability to make use of new knowledge)., 
and 

• environmental dynamism. 

o When an industry is changing rapidly, a company with competitive advantage may 
quickly find its market position overtaken by a competitor with a new innovation. 



Failing Companies 
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Failing companies typically earn low or negative profits. Three factors seem to contribute to failure: 

• organizational inertia in the face of environmental change, 

o (i.e., reluctance to change strategies in order to adapt to changing conditions in the 
company’s competitive environment). 

• the nature of a company’s prior strategic commitments 

• such as investments, which may limit its ability to imitate rivals and to be flexible, causing a 
competitive disadvantage., and 

• the Icarus paradox. 

• The Icarus paradox is based on a Greek myth. Icarus (a Greek figure) used a pair of wings that 
he stuck to his body with wax to escape from an imprisonment. But he flew so well that he 
flew too close to the sun. The heat of the sun melted the wax holding his wings together. He 
plunged to his death. The paradox is that his greatest asset, his ability to fly, caused his 
demise. This same paradox can be applied to many companies if they become too dazzled by 
their by their early and own success that they believe more of the same type of effort is the way 
to future success. They believe that the way to attain future success is to follow the same 
strategies that made them successful in the past. They can become so specialized and inner 
directed that they lose sight of reality and of what is needed to maintain their competitive 
advantage. 

Avoiding Failure 

Avoiding failure requires a constant focus on the basic building blocks of competitive advantage: 

• continuous improvement, 

• identification and adoption of best industrial practice, and 

• victory over inertia. 

o good leadership and appropriate changes in organizational structure and control 
systems are required in order to implement the changes. 

The strategy-making process includes both strategy formulation and strategy implementation. 

• Strategy formulation is the process of selecting strategies. 

• Strategy implementation is the process of putting the selected strategies into action. It 
involves designing, delivering and supporting products; improving efficiency and effectiveness 
of operations; and designing the organization structure, control systems, and culture. 
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Step 3 



Formulating Strategies (SWOT Analysis also called situational analysis). 



Formulating and selecting strategies that, consistent with the organization’s mission and goals, will 
optimize the organization’s strengths and correct its weaknesses and limitations for the purpose of 
taking advantage of external opportunities while countering external threats (SWOT analysis); 

SWOT analysis consists of generating a series of strategic alternatives that could be pursued given the 
company’s strengths, weaknesses, opportunities and threats in order to select the strategies that will do 
the best to align the company’s resources and capabilities to the demands of its environment. 



Formulation and Selection of Strategy 



In developing successful strategies, managers consider questions such as the following: (H) 
o What are our objectives? 

o How do we create value for our customers while distinguishing ourselves from our 
competitors? 

o Are the markets for our products local, regional, national, or global? What trends affect our 
markets? How are we affected by the economy, our industry, and our competitors? 
o What organizational and financial structures serve us best? 

o What are the risks and opportunities of alternative strategies, and what are our contingency 
plans if our preferred plan fails? 

Management selects a set of strategies that will create and sustain a competitive advantage for the 
company. They consider a range of strategies. The general classifications of strategies considered are: 
Functional-level, Business-level, Global & Corporate-level strategy. 

The strategies that emerge from SWOT analysis should be compatible with each other. Functional- 
level strategies should support the company’s business-level and global strategies. And corporate-level 
strategies should also support business-level strategies. 

The strategies selected by the company will constitute its business model. Remember we have said 
that a company’s business model is its managers’ idea of how the set of strategies and capital 
investments that the company makes should fit together to generate above-average profitability and, at 
the same time, profit growth. 

SWOT analysis enables management to choose among possible business models and to fine-tune the 
business model selected. 

Figure 3.8 Competitive Advantage and the Value Creation Cycle 
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Functional-level strategy 



Purpose 

• Improve the effectiveness of a company’s operations inside the company 

o These operations include areas such as manufacturing, marketing, materials 
management, product development, and customer service. 

• Which in turn, improves the company’s ability to achieve: 

1. superior efficiency, 

2. quality, 

3. innovation, and 

4. customer responsiveness. 

• Those four generic distinctive competencies will determine whether 

o the company’s products and services will be differentiated from those of its 
competitors. 

o the company will have a low cost structure. 

• Superior efficiency can be increased by: 

o Adopting just-in-time inventory systems 
o Using flexible manufacturing technologies. 

• Superior quality consists of 

o reliability (through the use of Six Sigma) and 
o excellence. 

Superior innovation 

Innovation can result in 

• improvements to the excellence of existing products as well as new products. 

• finding ways to reduce costs. 

Superior responsiveness to customers 

Responsiveness to customers is an important way for a company to build brand loyalty and thus 
differentiate itself from its competitors. 



Business-Level Strategy 



Business-level strategy relates to the business’s position in the market. Successful selection and 
pursuit of a business model is what permits a company to compete effectively. Business -level 
strategies that create competitive advantage contribute to a successful business model. To create a 
successful business model, managers must choose business-level strategies that give the company a 
competitive advantage over its rivals; that is, they must optimize competitive positioning. 

They must first decide on: 

(a) customer needs, or what is to be satisfied; 

(b) customer groups, or who is to be satisfied; and 

(c) distinctive competencies, or how customer needs are to be satisfied. 

These decisions determine which strategies managers formulate and implement to put a company’s 
business model into action. 



Prepared by: Scimeh.Y.El-lithy. CM A, CIA. 



36 






THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 



Four Generic Competitive Strategies 

The value creation frontier can be reached by choosing among four generic competitive strategies: 

• cost leadership, 

• focused cost leadership, 

• differentiation, and 

• focused differentiation. 



The role of cost management is to support the firm’s strategy by providing the information managers 
need to succeed in their product development and marketing efforts, such as the expected cost of 
adding a new product feature, the defect rate of a new part, or the reliability of a new manufacturing 
process™ 

Management accountants work closely with managers in formulating strategy by providing 
information about the sources of competitive advantage — for example, the cost, productivity, or 
efficiency advantage of their company relative to competitors or the premium prices a company can 
charge relative to the costs of adding features that make its products or services distinctive. 

Strategic cost management describes cost management that specifically focuses on strategic issues. 



In developing a sustainable competitive position, each firm purposefully or as a result of market forces 
arrives at one of the two competitive strategies: cost leadership or differentiation 

(1) Cost Leadership to achieve competitive advantage 



Cost Leader (A company using cost leadership) 

• Firms known to be successful at cost leadership are typically very large manufacturers and 
retailers, such as Wal-Mart, Texas Instruments, and Dell. 

• normally has a relatively large market share and tends to avoid niche or segment markets by 
using the price advantage to attract a large portion of the broad market. 

Cost Leader achieve Higher profits through Lower Prices 

• They have been profitable and have grown over the years on the basis of providing quality 
products or services at low prices by judiciously managing their costs. lH) 

• makes sustainable profits at lower prices , thereby limiting the growth of competition in the 
industry through its success at reducing price and undermining the profitability of competitors, 
which must meet the firm’s low price. 

Sources of Cost Advantages 

• Cost advantages usually result from 

• productivity in the manufacturing process, in distribution, or in overall administration. 

o For example, technological innovation in the manufacturing process and labor savings 
from overseas production are common routes to competitive productivity. 

• its distinctive competencies in manufacturing, materials management, and information 
technology and/or an organizational structure and culture that will al-low it to implement this 
strategy. 



Deciding between these strategies is a critical part of what managers do. (h> 





m 




Cost leadership is a strategy in which a firm outperforms competitors in 
producing products or services at the lowest cost for these firms, cost 
management is critical , B) 
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A potential weakness of the cost leadership strategy 



• is the tendency to cut costs in a way that undermines demand for the product or service 

o for example, by deleting key features, This will lead to customer dissatisfaction and in 
turn, to decreases in demand and sales. The resulting decreased profitability. 
o The cost leader remains competitive only so long as the consumer sees that the product 
or service is (at least nearly) equivalent to competing products that cost somewhat more. 

• The danger in this strategy is that competitors may find ways to lower their cost structures, too. 



(2) Focused cost leadership, or competing within a narrow market segment using the strategy of cost 
leadership. 

• Focused cost leadership means developing the correct strategies to serve just 1 or 2 market 
segments. 

• A company using focused cost leadership may be a local business reaching a local market. 

• The company competes with the national cost leader only in markets where it does not have a 
cost disadvantage because of its smaller size. 

• The focused cost leader might concentrate on low volume products for which it has a cost 
advantage over a national chain because it purchases its materials locally and economies of 
scale do not exist in that market. 

o An example of a focused cost leader might be a local brickyard, where bricks are 
manufactured on site and delivered directly to local construction sites. That company 
might very well have a cost advantage over a brick manufacturer marketing nationally. 
The national brick manufacturer could have very high costs to transport its bricks to 
distributors for further sale and delivery to construction sites. 

(3) Differentiation strategy (sometimes called: product leadership) to achieve competitive 
advantage 



Differentiation 



The differentiation strategy is implemented by creating a product or service 
that is unique/ unusual in some important way, usually: 

1. higher excellent quality, 

2. customer service product features, responsiveness to customer needs, 
or 

3. superior innovation. 



Differentiator 

• A differentiator can charge a higher price than its closest competitors because of its perceived 
advantages to the customer. 

• Firms known to be successful differentiator are cosmetics, fashion, and pharmaceutical firms, 
compete on the basis of product leadership, in which the unusual or innovative features of the 
product make the firm successful. 

o For these firms, the critical management concern is maintaining product leadership 
through product development and marketing. m 

• Most industries, including, consumer electronics, and clothing, have differentiated firms. The 
appeal of differentiation is especially strong for product lines for which the perception of 
quality and image is important, as in cosmetics, jewelry, and automobiles. 

o Tiffany, Bentley, Rolex, Maytag, and BMW are good examples of firms that have a 
differentiation strategy, Apple Inc., the maker of iPods and iPhones, and Johnson & 
Johnson, the pharmaceutical giant. 
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Sometimes a differentiation strategy is called product leadership to refer to the innovation and 
features in the product. In other cases the strategy might be called a customer-focused or customer- 
solution strategy, to indicate that the organization succeeds on some dimension(s) of customer service. 
This perception allows the firm to charge higher prices and outperform the competition in profits 
without reducing costs significantly. 

Differentiator achieve Higher profits differentiated products 

• They generate their profits and growth on the basis of their ability to offer differentiated or 
unique products or services that appeal to their customers and are often priced higher than the 
less-popular products or services of their competitors. 

Sources of differentiated products 

• For instance, differentiation on the basis of innovation requires an effective R&D function. 

• The differentiator must control its costs so that the price of the product is not greater than its 
customers will pay, but it must not minimize them so much that it loses its source of 
differentiation. 



A weakness of the differentiation strategy 



Is the firm’s tendency to undermine its strength by attempting to lower costs or by ignoring the 
necessity of having a continual and aggressive marketing plan to reinforce the differentiation. If the 
consumer begins to believe that the difference is not significant , lower-cost rival products will 
appear more attractive.is (at least nearly) equivalent to competing products that cost somewhat 
more. 

The danger with a differentiation strategy is that competitors may imitate successful differentiation, 
eliminating the advantage. 



(4) Focused differentiation, or a business model that specializes in providing a differentiated product 
to serve the needs of just one or two market segments or niches. 

Focused Differentiator 

• positions itself to compete with the primary differentiator in the market but in only one or two 
of the market’s segments. 

o To do this, it focuses on one type of customer, such as babies or elderly people, or on 
one type of product, such as organic foods. 

o The company can have greater knowledge of the needs of a small group of customers 
and can provide superior responsiveness to those customers. 

o Or, concentration on just a few products can allow the focuser to be more innovative 
than a larger company could be. 

Risk at Focused differentiation 

However, its risk is that its niche may disappear over time because of technology changes or changes 
in customers’ tastes. One of the reasons that so many small companies go out of business is that their 
niche disappears. 



Prepared by: Scimeh.Y.El-lithy. CM A, CIA. 



39 




THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 



Other Strategic Issues 



A firm succeeds, then, by adopting and 

effectively implementing one of the strategies 
explained earlier (and summarized in Exhibit 

1 . 9 ). 

Recognize that although one strategy is 
generally dominant, a firm is most likely to 
work hard at process improvement throughout 
the firm, whether cost leader or differentiator, 
and on occasion to employ both of the 
strategies at the same time. 



_► However, a firm following both strategies is 
likely to succeed only if it achieves one of 
them significantly. A firm that does not 
achieve at least one strategy is not likely to be 
successful. 



“ getting stuck in the middle ’ 




This situation is what Michael Porter calls “getting stuck in the middle.” A 
firm that is stuck in the middle is not able to sustain a competitive 
advantage. 

For example, giant retailer Kmart/Sears has been stuck in the middle between trying to compete with 
Wal-Mart on cost and price, and with style-conscious Target on differentiation. Some have suggested 
that Kmart/Sears might find success by abandoning the suburban locations where Target and Wal- 
Mart are strong and instead focusing on their many urban locations where they offer convenience to 
the urban shopper. 



Distinctive Aspects of the Two Competitive Strategies 



Aspect 

Strategic target 

Basis of competitive 
advantage 

Product line 
Production emphasis 

Marketing emphasis 



Cost Leadership Differentiation 

Broad cross section of the market Focused section of the market 
Lowest cost in the industry Unique product or service 



Limited selection 

Lowest possible cost with high 
quality and essential product 
features 
Low price 



Wide variety, differentiating 
features 

Innovation in differentiating 
products 

Premium price and innovative, 
differentiating features 



> Developing a competitive strategy is the first step for a successful business. 

> The critical next step is to implement that strategy, and this is where the management 
accountant comes in. 

> The management accountant works to implement strategy as a part of the management team, 
by contributing the management accountant’s specific expertise (cost management methods). 
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• Globalization follows a progression. 

o The migration from domestic to global operations typically evolves through a series of 
relatively predictable stages, from the ordinary initial stage of globalization “Export” to 
establish a separate “international division and/or sales subsidiaries” and as sales 
volume and the number of countries significantly increase, an organization evolves to 
the stage of an Multinational corporation (MNC) and finally to a global organization, 
the whole world is one market and National boundaries are seamless. 

• For some companies, international expansion represents a way of earning greater returns by 
transferring the skills and product offerings derived from their distinctive competencies to 
markets where indigenous competitors lack those skills. As barriers to international trade have 
fallen, industries have expanded beyond national boundaries and industry competition and 
opportunities have increased. 

o Furthermore, the increase in sales volume that results can help a company realize 
economies of scale and experience learning curve effects, which can lead to a cost 
advantage. 

To compete successfully in the global arena, 

• organizations must make considerable investments in resources, and these investments should 
be carefully crafted during strategic planning. 

• It can perform each value creation activity in the country where the cost and quality of factors 
of production (land, labor, capital, energy) are best for that activity. This strategy is called 

location economies. 

• Companies usually choose from four basic strategies in their international operations: (1) 
global standardization, (2) localization, (3) transnational, and (4) international. 

Global Standardization 

• focus on reaping the cost reductions that come from scale economies and location economies. 

• This strategy works if there are strong competitive pressures for cost reduction and the need to 
be locally responsive to customers is not great. 

Localization 

• Customize their product offering, marketing strategy, and business strategy to national 



• Localization works when consumer tastes vary among nations and when cost pressures are not 
too intense. This strategy can work 

o if the added value supports higher pricing and thus enables the company to recoup its 
higher costs . 

o if it creates greater local demand, which can allow the company to reduce its costs 
through economies of scale in its local markets. 

Transnational (strategy due to high competition) 

• involves a simultaneous focus upon reducing costs, transferring skills and products, and being 
locally responsive. Implementing such a strategy may not be easy (combine high local 
responsiveness with low cost structure). 

• used when requirements for local responsiveness are high and, at the same time, cost pressures 
are strong. 



conditions. 



o One way is to use centralized manufacturing of standard large-scale components and 
then to augment that with local assembly plants where local product features are added. 
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International Strategy 

• transfer the skills and products derived from distinctive competencies to foreign markets, while 
undertaking some limited local customization. 

• used by companies that do not have great pressure to produce low-cost goods and do not have 
great pressure to be locally responsive. 

o Companies in this position usually centralize their product development while 
establishing manufacturing or marketing operations in each major geographic area 
where they do business. They may do some local customization of the product and their 
marketing strategy, but it is limited. 

Five different ways of entering a foreign market: exporting, licensing, franchising, entering into a joint 
venture, and setting up a wholly owned subsidiary. The optimal choice among entry modes depends 
on the company’s strategy. 

Strategic Alliances 

Strategic alliances are cooperative agreements between actual or potential competitors. The 
advantages of alliances are that they facilitate entry into foreign markets, enable partners to share the 
fixed costs and risks associated with new products and processes, facilitate the transfer of 
complementary skills between companies, and help companies establish technical standards. 

The drawbacks of a strategic alliance are that the company risks giving away technological knowhow 
and market access to its alliance partner while getting very little in return. 

The disadvantages associated with alliances can be reduced if the company selects partners carefully, 
paying close attention to reputation, and structures the alliance in order to avoid unintended transfers 
of know-how. 

To compete successfully in the global arena, organizations must make considerable investments in 
resources, and these investments should be carefully crafted during strategic planning. 



Corporate-Level Strategy (long-term perspective) 



Benefits of formulating a corporate strategy 

• enable a company, or one or more of its business units, to perform one or more of the value 
creation functions at a lower cost or in a way that allows for differentiation and a premium 
price. 

• used to redefine and reposition the company’s business model as needed to achieve and 
maintain its position in the changing environment through taking advantage of opportunities 
and defending against threats. 

o analyzing how emerging technologies might impact their business models, how 
customer needs and customer groups might change as a result, and what new distinctive 
competencies will be needed. 

• Used to determine which industries the company should enter to maximize its long-run 
profitability. 

• Companies can adopt one of the strategies: (1) horizontal integration, (2) vertical integration, 
(3) Strategic alliances, (4) Strategic outsourcing, and (5) Diversification. 
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Implementing strategy involves decisions about organizational design & how to use the 

1. organizational structure, 

2. corporate culture and 

3. control environment to achieve the company’s goals and execute its business model. 

These are 

• the means the organization uses to motivate and coordinate its members to work toward 
achieving competitive advantage through its distinctive competencies. 

• They determine its members’ behaviors , values and attitudes and how the members will 
implement the organization’s business model and strategies. 

Incentive systems and employee performance evaluations must be designed so that they encourage 
employees to focus their efforts on achieving the entity’s objectives. 

This approach requires communication among senior managers, who devise strategies; middle 
managers, who supervise and evaluate employees; and human resources managers, who must approve 
evaluation and compensation plans. 

Management accountants, guided by a strategic focus, have responded to the previous changes in the 
contemporary business environment with 13 methods that are useful in implementing strategy in these 
dynamic times. (B) 



Strategic controls and feedback are used to monitor progress, isolate problems, and take corrective 
action. Over the long term, feedback is the basis for adjusting the original mission and objectives 
The Balanced Scorecard is a widely-used strategic performance management tool designed to manage 
strategic performance. 



The first six methods focus directly on strategy 
implementation 

1. The balanced scorecard/strategy map 
(CMAPl.Sec.C), 

2. Value chain (CMA Pl.Sec.D), 

3. Activity -based costing (CMA 
Pl.Sec.D ), 

4. Business intelligence, 

5. Target costing (CMA P2.Sec.C), and 

6. Life-cycle costing (CMA Pl.Sec.D ). 



Step 5 



Strategic controls and feedback 



The next seven methods help to achieve 
strategy implementation through a focus on 
process improvement 

7. Benchmarking (CMA PI. Sec.D), 

8. Business process improvement (CMA 
Pl.Sec.D ), 

9. Total quality management , 

10. Lean accounting (CMA Pl.Sec.D ), 

1 1 . The theory of constraints ( CMA 
Pl.Sec.D ), 

12. Enterprise sustainability, and 

13. Enterprise risk management (CMA 
P2. Sec.D). 
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How can an organization translate its strategy into a set of performance measures? 

It can do so by developing a balanced scorecard that provides the framework for a strategic 
measurement and management system. The balanced scorecard measures performance from four 
perspectives. One dimension is financial, the other three dimensions are non-financial: 

(1) financial, 

(2) customer, 

(3) internal business processes, and 

(4) learning and growth. 

Companies use the BSC as a management tool to: 

• Clarify and communicate strategy 

o that translates an organization’s mission and strategy into a set of four performance 
measures.(H) 

o transforms an organization’s strategic plan from a passive document into the "marching 
orders" for the organization in its day-to-day activities, 
o The balanced scorecard enables execution of strategies. But a company's strategy 
influences the measures it uses to track performance in each of these perspectives. 

■ A strategy is essentially a theory about how to achieve the organization’s 
goals.(Q) 

• Align individual and unit goals to strategy 

o promotes goal congruence by encouraging everyone in the organization to work 



• Link strategy to the budgeting process 

• Get feedback for continuous strategy improvement 

o It provides a framework that not only provides performance measurements but helps 
management to identify what needs to be done and how its achievement can be 
measured. 

• Balanced scorecard-A process of compiling and organizing the key performance indicators 
(KPIs) of an organization into four segments: financial, customer, internal business process, 
and learning and growth. Each KPI can be measured in a specific way so that it can be 
managed appropriately. 







• involves Identifying and understanding the organization's strengths and weaknesses (internal 
factors) and the opportunities and threats external to the organization. 

• helps the organization utilize and maximize its strengths, minimize and correct its weaknesses, 
exploit opportunities, and avoid or minimize risks. 



• analyzing the organization's environment to identify and minimize threats posed by the 
organization's competitors, supplies, and customers. 

• The model is Porter's reaction to the ad hoc nature and lack of rigor in the SWOT analysis. 






• is a systematic collection of tools that an organization may use to analyze and understand both 
its internal and its external environments. 

• It consists of SWOT analysis and Porter's five forces as well as 5Cs analysis. 



toward the same goals. 






industry analysis involves 
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The 5Cs are: the company, its competitors, its customers, its collaborators, and the climate the 
company operates in. 



• Company analysis covers the organization's goals and objectives, market position, 
performance related to its stated mission, and its product line. 

• Competitor analysis looks at the positions of the organization's competition and the 
threats they may impose. 

• Customer analysis encompasses an understanding of past, present, and future customers 
and their demographics. 

• Collaborator analysis includes an understanding of agents, supplies, distributors, and 
business partners. 

• The understanding of organization's climate includes understanding the political, 
regulatory, economic, social, cultural, and technological environments. 



involves an understanding of the organization's political, economic, social, and technological 
environments. Its focus is on the opportunities and threats in the organization's environment. 



• is a strategic planning methodology designed to assist the organization in developing flexible 
strategic plans “what if’ planning. 

• It involves simulating or gaming the expected behavior of what are called STEEEPA trends. 
STEEEPA is an acronym for plausible alternative social, technical, economic, environmental, 
educational, political, and aesthetic trends. 

• These are the key driving forces in the organization's environment. Again, the focus is on 
opportunities and threats and developing coping mechanisms. 



• focuses on understanding one's competition . 

• It includes knowing who the competition really is rather than who the organization thinks it is. 
It involves profiling competitors regarding history, products and services, financial condition, 
corporate and marketing strategies, facilities, and personnel. 

o It also encourages the organization to scan the environment for potential new 

customers. 



• is a process that helps prepare an organization to respond effectively to unplanned events. 
Contingency plans are part of risk management. They are used to respond to exceptional 
relatively unlikely risks that if they occur could have catastrophic effects on the organization. 

• Contingency planning is an approach that organizations often use in financial planning and 
analysis because it considers several alternative possibilities, specifically those concerning 
external variables. 





(also called scenario thinking or scenario analysis) 




(commonly called competitor analysis) 




(also called continuity or sustainability planning or plan B) 
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The BCG Matrix 



The BCG (Boston Consulting Group) Growth Share Matrix looks at the company's products or 
services as one of the following: stars, cash cows, dogs, or question marks. 

The BCG Growth-Share Matrix is a method of analyzing a company’s portfolio of products to 
determine where each product is in its life cycle in order to make better decisions about allocation of 
resources in planning. Since a large firm may be viewed as a portfolio of investments in the form of 
strategic business units (SBUs), techniques of portfolio analysis have been developed to aid 
management in making decisions about resource allocation, new business startups and acquisitions, 
downsizing, and divestitures. 
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The BCG Matrix classifies products into four categories based on the growth of the markets they are 
in and their share of those markets. 



The annual MGR/Cash usage ( is stated in constant units of the currency used in the measurement). 

• It reflects the maturity and attractiveness of the market and the relative need for cash to 
finance expansion. 

The RMS/Cash generation 

• reflects the SBU’s competitive position in the market segment. It equals the SBU’s absolute 
market share divided by that of its leading competitor. 
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Stars (high RMS, high MGR) 



A star is in an industry that has a high market growth rate, and the product has a high share of the 
market. 

Stars are products or services with 

• High Relative Market Share (high cash generation) capabilities. 

• High Market Growth Rates (high cash usage) and 

Net cash flow (plus/minus) is modest. 

• High Cash generation 

o A star generates a lot of cash because it has a high share of its market. 

• High Cash usage 

o Such an SBU is profitable but needs large amounts of cash for expansion, R&D, and 
meeting competitors’ attacks. 

o However, because the market is growing rapidly, the star’s sales are also growing 
rapidly. Rapidly-growing sales create a need for working capital to support the required 
increases in accounts receivable and inventory. As a result, a star has a high need for 
cash for investment. 

• Therefore, the net amount of cash a star generates is not great. 

o If a star can maintain a high market share, the star will become a cash cow when the 
market’s growth rate declines, generating more cash than it consumes. Stars are 
important because they ensure future cash generation. 

o The company may adjust the price of a star several times, decreasing it to claim market 
share and then increasing the price to maximize revenue as the product’s market share 
and popularity grow. 



Question marks (low RMS, high MGR) 



A question mark is a product in an industry with a high market growth rate, but the product has a low 
share of the market. 

Question marks have 

• Low Relative Market Share (low cash generation) capabilities and 

• High Market Growth Rates (high cash usage) and 

Low cash generation & High cash usage 

• High Cash Usage 

o Because the market is growing rapidly, the question mark’s sales are also growing 
rapidly, so it will consume a lot of cash for investment, 
o They need large amounts of cash not only to finance growth and compete in the market, 
but also to increase RMS since such product has a low share of the market. 

• Low Cash Generation 

o However, because of its low market share, it does not generate much cash. 

If RMS increases significantly, a question mark may become a star and then eventually a cash 
cow. 

• A question mark has potential to gain market share and become a star and then eventually a 
cash cow when the growth rate of the market slows. 

But for the present, a question mark is considered a “problem child” because its net cash generated is 
negative. 
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If RMS not increases significantly, a question mark may become a dog. 

• If the question mark does not attain a greater share of its market, it will turn into a dog when 
the growth rate of the market declines. 

Additional Investment in question mark 

• A question mark may or may not be worthy of the additional investment that would be 
required to increase its market share. It needs careful analysis to determine whether or not to 
invest more money in it. Because a question mark needs to increase its market share quickly in 
order to avoid turning into a dog, pricing of a question mark should be aggressive. 



Cash cows (high RMS, low MGR) 



A cash cow is in an industry with a low market growth rate, but the product has a high share of the 
market. 

• Cash cows are in mature markets in which the growth rate has slowed, but they are market 
leaders. 

• The characteristics of a cash cow product do not change much, customers know what they are 
getting, and the price does not change much either. 

Cash cows have 

• High Relative Market Share (high cash generation) capabilities . . . .but 

• Low Market Growth Rates (low cash usage). 

High Cash generation 

• Cash cows generate more cash than they consume thus any company would be glad to have 
them. 

• A cash cow ordinarily enjoys high profit margins and economies of scale. 

• Financing for expansion is not needed, so the SBU’s excess cash can be used for investments 
in other SBUs. 

Investment in a cash cow 

Cash cow should be “milked” to extract their profits without investing much cash in them. 

• Investment in a cash cow would be wasted money because of the slow growth of the industry. 

o However, marketing and R&D expenses should not necessarily be slashed excessively. 

From cash cow to dog 

• Maximizing net cash inflow might precipitate a premature decline from cash cow to dog. 



|Dogs (low RMS, low MGR) 



• A dog is in a mature industry with a low market growth rate, and it has a low share of the 
market. A dog does not consume much cash, but it does not generate much cash, either. 

Dogs have 

• Low Relative Market Share (low cash generation) capabilities and 

• Low Market Growth Rates (low cash usage). 

Net cash flow (plus/minus) is modest. 

• Dogs usually barely breaking even. 

Investment in Dogs 

• The investment money tied up in it has little potential, and it depresses the company’s Return 
on Assets. 

• Dogs should be sold off, and pricing is not a major concern. 
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Natural Life Cycle 



The natural life cycle for a business unit or a product is that it begins as 

1. a question mark, then turns into 

2. a star, then when the market stops growing, it turns into 

3. a cash cow. At the end of its life cycle, the cash cow turns into 

4. a dog. 

However, if the question mark never achieves stardom, it goes straight to dogdom when the 
market’s growth rate slows. 



The Diversified balanced portfolio! 



• A diversified company with a balanced portfolio will have some stars, some question marks, 
and some cash cows. But a portfolio of SBUs should not have too many dogs and question 
marks or too few cash cows and stars. 

o The stars’ high market share and high growth rate assure the future, 
o The question marks have potential to become stars if they receive the necessary 
investment. 

o The cash cows supply the cash to fund the future growth of the stars and the question 
marks. 



Investments in SBUs 



Cash cows 

• should not be underfunded because the risk is premature decline. 

• However, overfunding cash cows means less investment in SBUs with greater growth 
prospects. 

Dog 

• A large investment in a dog with little likelihood of a turnaround is also a typical mistake. 

Question Marks 

• A firm should not have too many question marks. Results are excess risk and underfunded 
SBUs. 

Movement within the growth-share matrix and formulating appropriated strategy 

Each SBU should have objectives, a strategy should be formulated to achieve those objectives, and a 
budget should be allocated. 

• A hold strategy is used for strong cash cows. 

• A build strategy is necessary for a question mark with the potential to be a star. 

• A harvest strategy maximizes short-term net cash inflow. 

o Harvesting means zero-budgeting R&D, reducing marketing costs, not replacing 
facilities, etc. This strategy is used for weak cash cows and possibly question marks 
and dogs. 

• A divest strategy is normally used for question marks and dogs that reduce the firm’s 
profitability. The proceeds of sale or liquidation are then invested more favorably. 

o A harvest strategy may undermine a future divestiture by decreasing the fair value of 
the SBU. 
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How a Firm Succeeds: The Competitive Strategy 



Question 



How a Firm Succeeds? 



Answer 



A firm succeeds by implementing a strategy, that is, a plan for using resources 
to achieve sustainable goals within a competitive environment. 

Finding a strategy begins with determining the purpose and long-range 
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Content Specification Outlines 

Section C. Performance Management 
• Section C.3. Performance measures 
o The Balanced Scorecard 



Above CSOs cover below units in Gleim: 

STUDY UNIT EIGHT: ANALYSIS AND FORECASTING TECHNIQUES 

8.1 Correlation arid Regression 

8.2 Learning Curve Analysis 
8:3 Time Series Analysis 

8.4 Expected Value 

8.5 Sensitivity Analysis 

8.6 Strategic Management 

8.7 The Balanced Scorecard 

8.8 Strategic Planning 



Levels of Controls in Managerial Accounting 



PERFORMANCE EVALUATION AND CONTROL 



Performance evaluation is the process by which managers at all levels gain information about the 
performance of tasks within the firm and judge that performance against pre established criteria as set 
out in budgets, plans, and goals. Performance evaluation is applied for each of the three management 
functions: operations, marketing, and finance. 

The essence of control is a comparison of actual performance to budgeted or expected performance. 



Operational Control 

The monitoring of short-term operating 
performance; takes place when mid-level 
managers monitor the activities of operating- 
level managers and employees. 

Focuses on detailed short-term performance 
measures, has a management-by-exception 
approach; that is, it identifies units or 
individuals whose performance does not 
comply with expectations so that the problem 
can be promptly corrected. 

Management by exception. 

Practice of focusing management attention on 
areas not operating as expected and giving 
less attention to areas operating as expected. 

Standard Costing and Variance Measures 
(unit 10) 



Management Control 

The evaluation of mid-level managers by 
upper- level managers, is more consistent 
with the management-by-objectives 
approach, in which long-term objectives such 
as growth and profitability are determined 
and performance is periodically measured 
against these goals. 

Management by Objectives (MBO) 

MBO is a behavioral, communications- 
oriented, responsibility approach to 
management and employee self-direction. It 
is a comprehensive management approach 
and therefore is relevant to planning and 
control. 



Responsibility Accounting and Performance 



Measures (Unit 11), Gleim cover the 
U.8 



BSC in 
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Balanced Scorecard 



Definition 

A framework for implementing strategy that translates an organization’s mission and strategy into a 
set of performance measures, w 

A process of compiling and organizing the key performance indicators (KPIs) of an organization into 
four segments: 

• Financial, 

• Customer, 

• Internal Business Process, and 

• Learning and growth. 

KPIs are measures that drive the organization to achieve its goals. Each KPI can be measured in a 
specific way so that it can be managed appropriately. 

Benefits of Implementing the BSC 

• Moving organizations away from concentrating solely on financial data, thus broadens 
management’s attention to short-run and long-run performance. 

o does not focus solely on achieving short-run financial objectives. 

• It also highlights the nonfinancial objectives that an organization must achieve to meet and 
sustain its financial objectives. 

• In for-profit companies, the primary goal of the balanced scorecard is to sustain long-run 
financial performance. Nonfinancial measures simply serve as leading indicators for the hard- 
to-measure long-run financial performance. 

• encourages managers to focus on elements that tend to lead to long-term success instead of on 
short-term financial performance by rewarding them for improvements in those elements that 
tend to lead to long-term success. 

o Evaluating and rewarding managers based on these non-financial indicators should lead 
to long-term financial performance improvements, if the proper non-financial indicators 
have been selected. 

Lagging vs. Leading indicators 

Financial Measures 

• Financial measures that focus on short-term financial performance are in fact lagging 
indicators of how the company is doing. 

Non- Financial Measures 

• Improvements in the non-financial measures provide the prospect of increased future economic 
value for shareholders. Nonfinancial measures focus on performance that should ultimately 
result in improved long-term financial performance. Thus nonfinancial measures are leading 
indicators of performance. 



2 An accounting report that includes the firm’s critical success factors in four areas: . . . 
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LOS in 2015 CMA Examination asking the candidates to: 



L. Define key performance indicators (KPIs), and discuss the importance of these indicators in 
evaluating a firm. 

a. Key performance indicators (KPIs) are measures of factors critical to the success of the 
organization. Each KPI requires a defined business process, clear objectives for the process, 
quantitative or qualitative measurements for the objectives, and a plan for identifying and 
correcting variances from plan. 

M. Define the concept of a balanced scorecard and identify its components. 

a. Balanced scorecard- A process of compiling and organizing the key performance indicators 
(KPIs) of an organization into four segments: 

a. financial, 

b. customer, 

c. internal business process, and 

d. learning and growth. 

• Each KPI can be measured in a specific way so that it can be managed appropriately. 

N. Identify and describe the perspectives of a BSC, including financial measures, customer 
satisfaction measures, internal business process measures, and innovation and learning measures 3 . 

a. Financial measures - Cover the traditional financial ratios, such as return on equity, sales 
growth, return on assets, earnings per share, and the like. 

b. Customer satisfaction measures - Focusing on the customer is critical to accomplishing 
goals as the customer drives all of a company's revenue. The primary customer outcome 
measures include market share, acquisition, satisfaction, retention, and profitability. 

c. Internal business process measures - Go beyond simple financial variance measures to 
include output measures, such as quality, cycle time, yield, order fulfillment, production 
planning, throughput, and turnover. 

d. Innovation and learning measures - Focus on becoming efficient and effective at 
producing new products. The measures include time to market, percentage of sales from new 
products, and new products versus competitor's new products. Learning and growth measures 
focus on education and training of personnel and can be measured by training sessions 
provided, developing leadership skills, and reducing the number of defects. 

The metrics used fall into four broad categories of performance indicators, also known as 
perspectives. The perspectives are hierarchical, meaning that achievement of the objectives of each 
perspective supports achievement of the objectives of the perspective on the next level above it. 

• Achievement of learning and internal business process objectives leads to achievement of 
customer satisfaction and financial measures objectives. imo 



3 The Learning and Growth perspective (originally called the innovation and learning perspective) originally focused on 
employee learning, but it now covers not only human capital but also organizational capital and information capital. 
Initially innovation was part of this perspective, but users of the balanced scorecard system discovered that innovation 
properly belonged in the Internal Process category . ( hkj 
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The perspectives and their content have changed since the first article written by Kaplan and 
Norton. The current perspectives are as follows. 

The Four Perspectives 

1) The Financial perspective 

• focuses on the organization’s financial objectives and enables tracking of financial success and 
shareholder value. 

By Evaluating 

• the profitability of the strategy and 

• the creation of shareholder value. 

Common measures of financial performance are: 

• Operating income, sales revenue growth, revenue from new products, gross margin percentage, 
cost reductions, Residual Income, and Return on Investment, New Produce Sales, 
Price/Eamings Ratio, Quick Ratio, return on equity, earnings per share and accuracy of sales 
projections, stock prices, operating earnings, earnings trend, revenue growth, gross margin 
percentage, cost reductions, cash flow coverage and trends, turnover (assets, receivables, and 
inventory), and interest coverage. 

Links to Financial Measures 

• Financial performance is a priority, but good long-term financial performance will not be 
achieved if goals in other non-financial categories are not attained. 

• To drive future financial performance, the BSC requires assessment of other non-financial 
categories 

2) The Customer perspective involves 

• This perspective identifies targeted customer and market segments and measures the 
company’s success in these segments. 

Market Share 

• measuring this success is the trend in the company’s share of the market over time and the 
degree to which it increases in line with management goals. 

Customer Satisfaction 

• if customers are not satisfied they will take their business elsewhere. 

• meeting customer needs better than the competition or being known for high quality and 
excellent customer service. 

• The number of repeat customers and the percentage of deliveries that are made as promised 
and when promised can measure the degree to which customers’ needs are being met. 

• Customer surveys can be used to measure the level of customer service provided after the sale. 

Pricing 

• become the lowest cost supplier, in which case pricing goals will be part of the customer 
perspective. 

o Being the lowest cost supplier can be measured by the customer’s total cost of using the 
company’s product relative to the customer’s total cost to use competitors’ products. 
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• The number of defective products returned and the level of product reliability over time can 
measure achievement of quality goals. 



Common measures of Customer satisfaction 

• Focusing on the customer is critical to accomplishing goals as the customer drives all of a 

company's revenue. 

• The primary customer outcome measures include market share, acquisition, satisfaction, 
retention, and profitability. 



CSF 



Financial Measure 



Nonfinancial Measure 



Customer Satisfaction 



Trends in dollar amounts of returns 



Market share 



Dealer and Distributor 
Relationships 

Marketing and Selling 
Performance 



Trends in dollar amounts of discounts 
taken 



Trends in dollar amounts of sales 



Lead time 



Market research results 



Prompt Delivery 
Quality 



Trend in delivery expenses 
Dollar amount of defects 



On-time delivery rate 
Rate of defects 



1) Other financial measures may include dollar amount of sales, dollar amount of returns, 
and warranty expense. 

2) Other nonfinancial measures may include unit sales, trends in unit sales, trend in market 
share, number of returns, rate of returns, customer retention rate, number of defects, number of 
warranty claims, rate of warranty claims, survey results, coverage and strength of distribution 
channels, training of marketing people, service response time, and service effectiveness, 

3) The Internal Process perspective (IBP) 

• includes innovations and improvements in products and services, operations, and customer 
service/support needed to create value for customers, which in turn furthers the Financial 
perspective. 

How “Internal Business Process ” (IBP) can help the company with below objectives? 

If one of the company’s customer goals is to be the lowest cost supplier 

o IBP should maintaining efficient, low-cost production , 

■ which can be measured by metrics such as the cost of raw materials, the number 
of employee hours needed to manufacture a unit of product, and plant 
utilization. Efficient cycle times also keep costs low. 

If high quality is a customer satisfaction goal 

• the support for that objective will also be required within the IBP that create high quality, such 
as good manufacturing practices . 

Meeting customers’ needs better than the competition 

• is supported by innovations in products and services, which can be measured by the number of 
new product introductions . 
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Technological capability for customer service personnel 

• is necessary to provide excellent customer service, and it is also needed in manufacturing in 
order to produce high quality products efficiently . 

Internal business process measures 

Go beyond simple financial variance measures to include output measures, such as quality, cycle time, 
yield, order fulfillment, production planning, throughput, and turnover. 



CSF 



Financial Measure 



Nonfinancial Measure 



Quality 

Productivity 



Scrap costs 



Rate of scrap and rework 



Change in company revenue/change in Units produced per machine 
company costs hour 



Flexibility of Response to Cost to re-purpose machine for new Time to repurpose machine 
Changing Conditions use for new use 



Operating Readiness 
Safety 



Set-up costs Downtime 

Dollar amount of injury claims Number of injury claims 



1) Other financial measures may include such things as quality costs and level of inventory 
carrying costs. 

2) Other nonfinancial measures may include new products marketed, technological 
capabilities, survey results, field service reports, vendor defect rate, cycle time, labor and 
machine efficiency, setup time, scheduling effectiveness, capacity usage, maintenance, and 
accidents and their results. 

4) The Learning and Growth perspective (originally called the innovation and learning 
perspective) 4 

The Learning and Growth perspective includes the capabilities that the organization must have in or- 
der to achieve its objectives in the IBP perspective. 

Components of the Learning and Growth perspective (3 C’s) 

• Human capital, or the skills, talents, and knowledge of employees; 

• Information capital, or the information systems, networks, and technology infrastructure of 
the company; and 

• Organizational capital, or the company’s culture, leadership, degree of teamwork, and 
knowledge management. 

Innovation and learning measures 

Focus on becoming efficient and effective at producing new products. The measures include time to 
market, percentage of sales from new products, and new products versus competitor's new products. 

Learning and growth measures 

Focus on education and training of personnel and can be measured by training sessions provided, 
developing leadership skills, and reducing the number of defects. 



4 Originally focused on employee learning, but it now covers not only human capital but also organizational capital and 
information capital. Initially innovation was part of this perspective, but users of the balanced scorecard system 
discovered that innovation properly belonged in the Internal Process category. 
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CSF 



Financial Measure 



Nonfinancial Measure 



Development of 
Products 

Promptness of Their 
Introduction 



New R&D costs 



Lost revenue (from slow introduction of 
new product to market) 



Number of new patents 
applied for 

Length of time to bring a 
product to market 



Human Resource 
Development 



Recruiting costs 



Personnel turnover 



Morale 



Orientation/team-building costs 



Personnel complaints 



Competence of Work Force Training/retraining costs 



Hours of training 



1) Other financial measures may include financial and operating results. 

2) Other nonfinancial measures may include number of design changes and copyrights registered, 
R&D personnel qualifications, actual versus planned shipping dates, skill set levels attained, personnel 
survey results, organizational learning, and industry leadership. 



The Hierarchical Four broad categories of performance indicators/ perspectives. 



Financial Measures 

♦ 

Customer Satisfaction 



□ 



Internal Business Processes 



I 



Innovation and Learning 






Vision and Strategy 



In order for the balanced scorecard to be useful, 
the organization must be able to identify a cause- 
and-effect relationship between an action that 
could be taken (or avoided), that will have an 
effect on a CSF. 

• For example: If the organization increases its 
R&D budget, then the organization can 
increase the number of new patents applied 
for. 

• Achievement of the objectives in each 
perspective makes it possible to achieve the 
objectives in the next higher perspective. 

• This chaining of objectives and perspectives 
embodies the implementation of a strategy 
map. 



Key Performance Indicators for a Balanced Scorecard' 

• KPls are measures of factors critical to the success of the organization. 

• SWOT analysis helps a company determine its key performance indicators (KPIs). 

• KPIs are specific, measurable goals that must be met in order to achieve a firm's strategy. 



3 CSFs are the cause of your success, whereas KPIs are the effects of your actions, some people use them interchangeably. 
The ICMA stop using the term CSFs and replace point “m” with a new one “1” m. define critical success factors and 
discuss the importance of these factors in evaluating a firm 1. define key performance indicators (KPIs) and discuss the 
importance of these indicators in evaluating a firm. 
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• Each KPI requires a defined business process, clear objectives for the process, quantitative or 
qualitative measurements for the objectives, and a plan for identifying and correcting variances 
from plan. 

• KPIs should represent what is essential to the company competitive advantage and therefore its 
success. 

o To emphasize the importance of using strategic information, both financial and Non-financial, 
accounting reports of a firm's performance are now often based on critical successes factors in 
the above four different dimensions. 

• Once the firm has identified its CSFs, it must establish specific, measurable ways for each CSF 
that are both relevant to the success of the firm and reliably stated. 

• business should select a few critical metrics (KPIs) 

o KPIs should fit within an overall cause-and-effect relationship chain that ends with a relevant 
financial measure and the achievement of part of the company's strategy. 

Functionality of the BSC/ implementation of a Strategy Map 

For the cause-and-effect chains of KPIs to be useful, they must be linked to a definite outcome and a 

performance driver that says how the outcome can be met 

To achieve its objectives, the organization must establish the following: 

1) Relevant criteria to measure outcomes. -This requires the use of lagging indicators which 
measure the results of actions. 

a. Outcome measures are lagging indicators, or historic indicators of success such as 
measures of profitability, market share, employee skills, or customer retention. 

2) Relevant performance drivers - This requires the use of leading indicators which are used to 
determine how an outcome can be met. 



Financial Perspective 


Increase Sales Revenue 
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Customer Perspective 
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Increase No. of Customers 




Increase No. of Sales 













Internal Process Perspective 
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Ordering 
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Increase Customer 
Service Personnel's 
Knowledge 



Learning and Growth Perspective 



Improve Information 
Available to Customer 
Service Personnel 



Improve Customer 
Telephone Access 



Strategy Map 

A strategy map links these four 
balanced scorecard perspectives 
together, beginning with Fearning 
and Growth. 

The goals of the Learning and 
Growth perspective contribute to 
the Internal Process perspective 
because the company’s culture of 
empowering staff members and 
providing them with the 
technological support they need 
makes innovation and 

improvements in products and 
services possible. The innovations 
and improvements in products and 
services support the goals of the 
Customer perspective, such as 
increasing market share. Increased 
market share leads to increased 
profits, thereby supporting the 
goals of the Financial perspective. 
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In a business where customer service is critical, important measurements to track include telephone wait time, the level of 
knowledge and empowerment of customer service personnel, and the availability to customer service personnel of needed 
information. For example, a company that provides 3D printing (additive manufacturing) services using 3D design files 
prepared and uploaded by the customer to its website needs service personnel knowledgeable enough to provide technical 
advice to customers in order to achieve satisfactory results; it needs adequate numbers of customer service representatives; 
and it must have sufficient telephone lines to keep customers’ wait times to a minimum. 

Example: A Balanced Scorecard report for a company offering 3D printing service to customers who prepare and submit 
their design files created using 3D design software. The company has been serving the local market, and its strategic 
plan calls for expansion into the online market, serving customers around the world. 



Obiectives 


KPI 


Initiatives 


Taraet 


Results 


Financial Perspective: 










Increase sales revenue 


Rate of growth 


Enter online market 


20% increase 


25% increase 


Increase job profitability 


Gross margin increase 


Deer. DM & DL cost 


Incr. gross margin 


Gross margin 








from 40% to 45% 


incr. to 41% 


Customer Perspective: 

Increase no. of customers 


% increase 


Employ search engine 
marketing service 


10% increase 


20% increase 


Increase no. of sales 


% increase in no. 


Speed up quoting 


5% increase 


10% increase 




of quote requests 
that become orders 


process 






Internal Process Perspective: 








Increase customer's 


No. of unique mater- 


Add stainless steel 


Increase from 15 


Stainless steel, 


choice of materials 


ials available 


and titanium 


to 17 


titanium and 
bronze added 


Reduce cost of materials 


Cost per unit 


Seek new suppliers 


Reduce by 5% 


Reduced by 2% 


Improve quote turnaround 


Average time/quote 


Purchase new soft- 


Decrease from 24 


Average time 


time 




ware 


hours to 12 hours 


15 hours 


Improve order turnaround 


Average processing 


Purchase new, 


Decrease from 48 


Average turn- 


time 


time/order 


faster 3D printers 


hours to 24 hours 


around 20 hrs. 


Reduce direct labor cost 


Avg. DL cost as a 


New equipment will 


Decrease from 


Decreased to 




% of order price 


need fewer operators 


30% to 20% 


28% 


Increase size of objects 


Maximum size 


New equipment will 


Increase from 24 


Maximum size 


that can be manufactured 




have larger capacity 


cu. in. to 48 cu.in. 


incr. to 48 cu. in. 


Reduce defects 


Rate of returns 


Institute new quality 


Decrease from 5% 


Increased to 7% 






control program 


to 2% 




Develop website for re- 


% of total orders 


Contract with web- 


Online orders 


Online orders 


ceiving online orders 


received online 


site developer 


25% of all orders 


20% of all orders 


Learning and Growth Perspective: 








Increase customer svc. 


No. of calls referred 


Training for customer 


20% fewer calls 


15% fewer calls 


personnel's knowledge of 
3D design software 


to supervisor 


service personnel 


referred 


referred 


Improve customer infor- 


Average time spent 


Purchase new Cust- 


Reduce average 


Average call time 


mation available 


on calls by customer 


omer Relationship 


time by 5% 


reduced by 6% 




service personnel 


Management software 






Improve customer tele- 


Average wait time 


Add 3 new telephone 


Reduce average 


Average wait time 


phone access 


to reach customer 


lines and 2 new cust- 


wait time by 3 


reduced by 4 




service personnel 


omer svc. employees 


minutes 


minutes 



Financial: The increase in sales growth was achieved. The increase in gross profit margin was not achieved, though the 
gross profit margin was improved slightly. 



Customer: Both targets were achieved. 

Internal Process: Increased choice of materials, improved order turnaround time, and increased size of manufactured 
objects targets were achieved. Reduction in cost of materials, improvement in quote turnaround time, reduction in direct 
labor cost, and percentage of online orders to total orders were improved, though the targets were not achieved. The 
objective of reducing defects was definitely not achieved, as the defect rate increased. 

Learning and Growth: Reduction of average time spent on calls by customer service personnel and average wait time 
to reach customer service personnel targets were achieved. Reduction in number of calls referred to supervisor was not 
achieved, though the percentage of calls referred to a supervisor did decline. 
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Implementing a Balanced Scorecard 

Implementing the balanced scorecard basically involves executing strategy. Without execution, even 
the best vision remains a dream. The balanced scorecard lends itself well to strategy execution, 
because the scorecard itself is a method of describing strategy in a way that can be acted on. 



The characteristics Of Successful Implementation of BSC (Different Business Strategies call for Different 
Scorecards) 

A BSC is most successful jJUJglj 

• the entire organization is aware of it and supports it. 

• senior management support the program, even as high as the board of directors. 

• It is tied to the organization's strategy and goals, and the performance measures can be 
quantified. 

• It illustrating the sequence of cause-and-effect relationships 

• Each business unit and division should be involved in developing its own customized 
scorecard. 

o When scorecards as developed by middle managers need to be reviewed and approved 
with input from senior management to make sure they are congruent with the 
company’s goals. 

• It is organized according to the four perspectives, with each selected scorecard measure on a 
line and classified within its perspective. 

o The target can be in one column followed by the actual results in the next column. 

Results that are in line and out of line can be identified, perhaps by color, 
o Each manager should be accountable for specific lines on each report, and a division 
head is accountable for all the lines on the divisional report. 

• It identify tradeoffs that managers might make, for instance by reducing R&D spending to 
achieve short-run financial goals, or making other tradeoffs that could hurt future financial 
performance. 

o The decline of R&D spending or other problems would be signaled. 

• It is marketed to both management and staff to garner support. 

• Scorecard evaluation is more effective when it is used to judge the progress of an individual 
business unit relative to the prior year or relative to its goals rather than when used to compare 
a manager’s performance with that of other managers or a segment’s performance with that of 
other segments. 

• a firm have extensive enterprise resource planning 6 systems to capture the required 
information. 

• used to create an environment in which everyone can leam and grow. 

Problems With Balanced Scorecard Use for Performance Measurement 

The following are problems in implementation of the balanced scorecard approach: 

1) Using too many measures, with a consequent loss of focus on CSFs 

2) Failing to evaluate personnel on nonfinancial as well as financial measures 

3) Including measures that will not have long-term financial benefits 

4) Not understanding that subjective measures (such as customer satisfaction) are imprecise 

5) Trying to achieve improvements in all areas at all times 

6) Not being aware that the hypothesized connection between nonfinancial measures and 
ultimate financial success may not continue to be true 



6 Enterprise resource planning (ERP) is a usually a suite of integrated business software applications that a company can 
use to collect, store, manage and interpret data from multiple business activities. (2015 LOS) 
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Budgeting Concepts 



j 



2015 



Content Specification Outlines 
Part 1 - Section B.2. 



2. Budgeting concepts 

a. Operations and performance goals 

b. Characteristics of a successful budget process 

c. Resource allocation 

d. Other budgeting concepts 



Part 1 - Section B.2. Budgeting concepts 

The candidate should be able to: 

a. describe the role that budgeting plays in the overall planning and performance evaluation process of 
an organization 

b. explain the interrelationships between economic conditions, industry situation, and a firm’s plans and 
budgets 

c. identify the role that budgeting plays in formulating short-term objectives and planning and controlling 
operations to meet those objectives 

d. demonstrate an understanding of the role that budgets play in measuring performance against established 
goals 

e. identify the characteristics that define successful budgeting processes 

f. explain how the budgeting process facilitates communication among organizational units and enhances 
coordination of organizational activities 

g. describe the concept of a controllable cost as it relates to both budgeting and performance evaluation 

h. explain how the efficient allocation of organizational resources are planned during the budgeting 
process 

i. identify the appropriate time frame for various types of budgets 

j . identify who should participate in the budgeting process for optimum success 

k. describe the role of top management in successful budgeting 

l. identify best practice guidelines for the budget process 

m. demonstrate an understanding of the use of cost standards in budgeting 

n. differentiate between ideal (theoretical) standards and currently attainable (practical) standards 

o. differentiate between authoritative standards and participative standards 

p. identify the steps to be taken in developing standards for both direct material and direct labor 

q. demonstrate an understanding of the techniques that are used to develop standards such as activity 
analysis and the use of historical data 

r. discuss the importance of a policy that allows budget revisions that accommodate the impact of 
significant changes in budget assumptions 

s. explain the role of budgets in monitoring and controlling expenditures to meet strategic objectives 

t. define budgetary slack and discuss its impact on goal congruence 



Learning Outcome Statements 



Last updated 25/Aug/2014 
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. . . BusinessWeek, Forbes, Fortune , and other business journals repeatedly have ranked 
Johnson & Johnson (J&J) as one of the most innovative, well-managed, and admired 
firms in the world. 

How does Johnson & Johnson do it? 

It relies on a comprehensive formal planning, budgeting, and control system in 
formulating and implementing strategy, coordinating and monitoring operations, and 
reviewing and evaluating performance. 

Every January, each operating unit reviews and revises its 5- and 10-year plans from the 
previous year and prepares the budget for the coming year as well as a two-year plan. The 
budgeting process is not completed until the approval of the profit plan in December. 

Johnson & Johnson is not unique. Growth and long-term profitability are results of a well 
formulated strategy with good planning and implementation of the strategy. Firms need to plan 
for success. (B) 



Budgeting is a common tool that organizations use for planning and controlling what they must 
do to serve their customers and succeed in the marketplace. This chapter discusses the 
budgeting processes and techniques that many successful companies such as J&J use as part of 
its overall management processes.(B) 
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F undame ntals: Terminology, Budget Cycle, and Advantages o 
Budgeting 



3 



The following budget terms are used in this section. 

| 

A budget is (a) the quantitative expression of a proposed plan of action by management for a 
specified period and (b) an aid to coordinate what needs to be done to implement that plan. <h) 

A budget generally includes both financial and nonfinancial aspects (measures) of the plan into its 
output, and it serves as a blueprint for the company to follow in an upcoming period.<H) 

A budget is a detailed ( realistic ) plan for the acquisition and use of financial and other resources 
over a specified period of time — typically a fiscal year. <b> 



A detailed plan for the future, usually expressed in formal quantitative terms. 



(G) 



A budget is an operational plan and a control tool for an entity that identifies the resources and 
commitments needed to satisfy the entity's goals over a period. Budgets are primarily quantitative, 
not qualitative. They set specific goals for income, cash flows, and financial position. oma> 



Budgeting Or targeting: is the process of preparing a budget 



Budgeting is undertaking the steps involved in preparing a budget. Along with clear 
communication of organizational goals, the ideal budget also contains budgetary controls, (ima) 

Budgeting is the most commonly used tool for planning and control.(H) 



Budgetary Control 



Budgetary control is a management process to help ensure that a budget is achieved by instituting a 
systematic budget approval process, by coordinating the efforts of all involved parties and 
operations, and by analyzing variances from the plan and providing appropriate feedback to 
responsible parties. uma> 

The goals identified in the budget must be perceived by employees as realistic if those employees 
are to be motivated to achieve the goals. <ima> 



Pro forma Statements 



A pro forma statement is a budgeted financial statement based on historical documents that is 
adjusted for events "as if they had occurred. Budgeted balance sheets, budgeted statements of 
cash flows, and budgeted income statements are forecasts of goals for a future period that assist in 
the allocation of resources. <ima) 
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Take a Note: 



A projected financial statement can be called a pro forma financial statement; however, the 
master budget is not a pro forma financial statement. 

The term pro forma is used to refer to a forecasted financial statement prepared for a specific 
purpose (for example, to do “ what if” analysis in the process of planning). 

A company might prepare many different sets of pro forma financial statements for the same 
period in its planning process. A pro forma financial statement is not used for formal variance 
reporting as the master budget and the flexible budget are. However, if an action that was 
forecasted is implemented, the company would probably want to compare the actual results with 
the forecasted, pro forma ones. But pro forma financial statements are not a part of the formal 
budgeting process. They are used for planning and decision-making purposes, and the amounts in 
them may be quite different from the amounts in the master budget. (Planning and the use of pro 
forma financial statements is discussed more in the topic of Top-Level Planning and Analysis in 
this section.) (hk) 



Strategic plan and Strategic budgeting 



An organization must complete its strategic plan before any specific budgeting can begin. The 
strategic plan lays out the means by which a firm expects to fulfill its stated mission. 

Strategic budgeting is a form of long-range planning based on identifying and specifying 
organizational goals and objectives. The strengths and weaknesses of the organization are 
evaluated and risk levels are assessed. The influences of environmental factors are forecast to 
derive the best strategy for reaching the organization’s objectives. 
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Budgeting Cycle and Master Budget 



Well-managed companies usually cycle through the following budgeting steps during the course of the 
fiscal year: 



1-Plan the performance of the company, Create master budget and subbudgets 



Working together, managers and management accountants plan the performance of the company as a whole 
and the performance of its subunits (such as departments or divisions). Taking into account past 
performance and anticipated changes in the future, managers at all levels reach a common understanding on 
what is expected. (H) 



2- Set a frame of reference and get manager buy-in, budget is used to test current 
performance against expectations. 



Senior managers give subordinate managers a frame of reference, a set of specific financial or nonfinancial 
expectations against which actual results will be compared. , i.e., the budget is used to test current 
performance against expectations. (H) 



3 -Variations from the plan are examined, and corrective actions are taken 



Management accountants help managers investigate variations from plans, such as an unexpected decline in 
sales. If necessary, corrective action follows, such as a reduction in price to boost sales or cutting of costs to 
maintain profitability. (H) 



4- Planning again, in light of feedback and changed conditions when possible. 



Managers and management accountants take into account market feedback, changed conditions, and their 
own experiences as they begin to make plans for the next period. 

For example, a decline in sales may cause managers to make changes in product features for the next 
period.(H) 

Feedback is collected, and the plan is revisited and revised if needed. (ima> 

The preceding four steps describe the ongoing budget process. 

The working document at the core of this process is called the master budget. 

The master budget expresses management’s operating and financial plans for a specified period 
(usually a fiscal year), and it includes a set of budgeted financial statements, m 

The master budget is the initial plan of what the company intends to accomplish in the budget period. 
The master budget evolves from both operating and financing decisions made by managers. < h> 

Operating decisions deal with how to best use the limited resources of an organization. 

Financing decisions deal with how to obtain the funds to acquire those resources. 
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Overview of the Master Budget 
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Master budget is a comprehensive budget for a specific period. It consists of a capital budget and a 
set of interrelated operating and financial budgets. As noted earlier, the capital budget includes 
budgets to support strategic initiatives, programs, and projects. <b> 

A financial budget quantifies management’s expectations regarding income, cash flows, and financial 
position. Just as financial statements are prepared for past periods, financial statements can be 
prepared for future periods — for example, a budgeted income statement, a budgeted statement of cash 
flows, and a budgeted balance sheet, m 

Underlying these financial budgets are nonfinancial budgets for, say, units manufactured or sold, 
number of employees, and number of new products being introduced to the marketplace. (H) 



[Interrelationships in the Master Budget! 



Previous Exhibit shows a diagram of the various parts of the master budget for a manufacturer firm. 
Most of what you see in the Exhibit comprises a set of budgets the budgeted income statement and its 
supporting budget schedules - together called the operating budget. <h> 

These schedules are budgets for various business functions of the value chain, from research and 
development to customer service. 

The financial budget is that part of the master budget made up of the capital expenditures budget, the 
cash budget, the budgeted balance sheet, and the budgeted statement of cash flows. A financial 
budget focuses on how operations and planned capital outlays affect cash. ( h> 

The master budget is finalized only after several rounds of discussions between top management and 
managers responsible for various business functions of the value chain. 



Take a Note: 



As you see the master budget consists of a number of separate but interdependent budgets that 
formally lay out the company’s sales, production, and financial goals. The master budget 
culminates in a cash budget, a budgeted income statement, and a budgeted balance sheet. (G) 

The first step in the budgeting process is the preparation of the sales budget, which is a detailed 
schedule showing the expected sales for the budget period. An accurate sales budget is the key to 
the entire budgeting process. As illustrated in the Exhibit, all other parts of the master budget 
depend on the sales budget. If the sales budget is inaccurate, the rest of the budget will be 
inaccurate. The sales budget is based on the company’s sales forecast, which may require the use 
of sophisticated mathematical models and statistical tools. (G) 

The sales budget helps determine how many units need to be produced. Thus, the production 
budget is prepared after the sales budget. The production budget in turn is used to determine the 
budgets for manufacturing costs including the direct materials budget, the direct labor budget, and 
the manufacturing overhead budget. These budgets are then combined with data from the sales 
budget and the selling and administrative expense budget to determine the cash budget. A cash 
budget is a detailed plan showing how cash resources will be acquired and used. Observe from the 
Exhibit that all of the operating budgets have an impact on the cash budget. (G) 
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Advantages of Budget 



A budget forces managers to look ahead, to translate strategy into plans, to coordinate and 
communicate within the organization, and to provide a benchmark for evaluating performance, no 

Budgeting often plays a major role in affecting behavior and decisions because managers strive to 
meet budget targets, m 

Budgets play a crucial role in businesses. Without budgets, it’s difficult for managers and their 
employees to know whether they’re on target for their growth and spending goals. Budgeting is a 
common accounting tool that companies use for implementing strategy. 

Why does a successful company feel the need to watch its spending so closely? In many profitable 
companies, a strict budget is actually a key to their success. Through budgeting, managers learn to 
anticipate and avoid potential problems. (h> 

Budgets turn managers’ perspectives forward and aid in planning and controlling the actions 
managers must undertake to satisfy their customers and succeed in the marketplace. Budgets provide 
measures of the financial results a company expects from its planned activities and help define 
objectives and timelines against which progress can be measured, m 

Budgets are a big part of most management control systems. When administered wisely, a budget 
becomes a planning tool, a control tool, a motivational tool, and a communication tool. 



As planning tool budget forces the organization to examine the future. 



Budgets promote coordination and communication among organization 
units and activities 



As a control tool budget provide a framework for measuring performance 



Provide motivation for managers and employees to achieve the company's 
plans 



Promotes the efficient allocation of organizational resources 
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s planning tool budget forces the organization to examine the future. 



One of the major benefits of budgeting is that it forces the organization to examine the future. 
Expectations must be established for income, expenses, personnel needs, future growth (or 
contraction), etc. umai 

Planning allows for the input of ideas from multiple sources within the organization, and allows for 
input from different viewpoints. The planning process may generate new ideas for the organization's 
direction, or it may provide insight into better ways to achieve goals that have already been 
established. <ima> 

The budget process provides a framework to achieve the goals of the organization. Without the 
framework of a budget, individual managers would be improvising decisions without the direction and 
coordination provided by a budget. Without a budget, the organization would be operating in a 
reactive manner, rather than in a proactive manner. uma> 

Budget preparations allow management time to work out any problems the organization might face 
in the coming periods. This extra time enables the organization to minimize the adverse effects that 
anticipated problems could have on operations, m 

Budgets force managers to think about and plan for the future. In the absence of the necessity to prepare 
a budget, many managers would spend all of their time dealing with day-to-day emergencies, <g) 



Budgets promote coordination and communication among organization units and activities 



Coordination is meshing and balancing all aspects of production or service and all departments in a 
company in the best way for the company to meet its goals, m 
Communication is making sure those goals are understood by all employees. <h> 

Management uses budgets to communicate directions and goals throughout a company. Completion 
of a budget for all units of an organization facilitates the coordination of activities across departments 
and other organizational units. <b) 



For example, when the sales manager shares sales projections with the production manager, the 
production manager can plan and budget to produce the inventory that is to be sold. And the sales 
manager can make better forecasts of future sales by coordinating and communicating with branch 
managers, who may be closer to the customers and know what they want. ( HK) 



Communication 



A budget also serves as a communication device through which top management defines its plans 
and goals for the period so that other managers and employees have access to this information. The 
operating plan of a budget allows each division to know what it needs to do to satisfy the needs of 
other divisions. 



The different parts of the organization (production, marketing, materials management, etc.) must 
communicate their plans and needs to each other during the budget process so that all can evaluate the 
effect that the plans and needs of others have on their own plans and needs. < ima) 
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Budgeting also allows the organization to communicate its goals to everyone in the organization, 
including those not involved in the budget process. Budgeting sets the stage for everyone in the 
organization to work toward the goals of the organization, imai 




The manufacturing division knows, for example, that it needs to complete the production of so 
many units of a given product before a certain date if the marketing division schedules the delivery 
of that product to customers for various dates, m 



Coordination 



Each part of the organization must coordinate its activities to attain the budgeted goals and objectives. 

(IMA) 




If new products are to be developed, funds must be provided for development, materials will have 
to be purchased to produce the products, marketing and sales must have sufficient resources to 
promote and sell the products, and shipping and distribution may need additional space to store the 
products or additional resources to distribute them. oma> 

Coordination forces executives to think of relationships among individual departments within the 
company, as well as between the company and its supply chain partners. <m 




Consider budgeting at Pace, a United Kingdom-based manufacturer of electronic products. A key 
product is Pace’s digital set-top box for decoding satellite broadcasts. 



The production manager can achieve more timely production by coordinating and 
communicating with the company’s marketing team to understand when set-top boxes will be 
needed. 

In turn, the marketing team can make better predictions of future demand for set-top boxes by 
coordinating and communicating with Pace’s customers. 

Suppose BSkyB, one of Pace’s largest customers, is planning to launch a new high definition 
personal video recorder service. If Pace’s marketing group is able to obtain information about the 
launch date for the service, it can share this information with Pace’s manufacturing group. The 
manufacturing group must then coordinate and communicate with Pace’s materials- 
procurement group, and so on. 

The point to understand is that Pace is more likely to have satisfied customers (by having personal 
video recorders in the demanded quantities at the times demanded) if Pace coordinates and 
communicates both within its business functions and with its suppliers and customers during the 
budgeting process as well as during the production process. (H) 

A budget promotes goal congruence and coordination among operating units, budgets requires 
departmental managers to make plans in conjunction with the plans of other interdependent 
departments, If the firm does not have an overall budget, each department tends to pursue its own 
objectives without regard to what is good for the firm as a whole. 
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The sales department may want to keep as much inventory as possible so that no sales will be lost, 
but inventory control may be judged on its turnover rate. If the budget specifies the level of 
inventory, the two departments have a common framework for decision making and are no longer 
working at cross purposes. <gl) 






Budgets prescribe what performance the organization expects of all divisions and all employees for the 
period. ( b> 

The budget provides a formal benchmark to be used for feedback and performance evaluation. 

At the end of an operating period, the budget for the period can serve as a basis for assessing 
performance by reporting variances between actual and budgeted spending and operating results. The 
budget represents the specific results expected of the firm’s divisions and employees for the period 
against which actual performance can be compared. <b;. 

By comparing actual results to the budget for a given period, a manager's performance can be 
evaluated, <ima) 



Having negative or unfavorable results does not necessarily mean that a manager is not 



focused on, in order to determine the root cause of the unfavorable variance. <ima> 

Likewise, positive, or favorable, results do not necessarily mean that a manager is performing in 
an exceptional way. omaj 



Monitoring: Provide a means to check on progress toward the organization's objectives. 

By comparing the actual results for a period to the budgeted results for that period, managers can see 
whether the organization is on track to achieving its goals . omaj 





performing well, but it does provide an indication that a specific part of the business should be 




Why budgeted performance is a better criterion than past performance for 
judging managers? 




Because 



• inefficiencies included in past results can be detected and eliminated in 
budgeting, as past results often incorporate past miscues and substandard 
performance. (H) 



o Last year’s results may have been negatively impacted by poor 
performance and the causes may have now been corrected. In this 
case, using last year’s results would set the bar too low. 



• Future conditions may be expected to differ from the past, and these can 
also be factored into budgets. m 



o as the past is never a good predictor of the future, and the profit 
plan should reflect the conditions anticipated for the coming 
period, not the conditions that existed in the past period or 
periods. <hk> 
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Question 



Why performance should not be compared against the current budget only? 



Answer 



Because 

• that can result in lower-level managers setting budgets that are too easy 
to achieve (.i.e., it creates an incentive for subordinates to set a target 
that is relatively easy to achieve) <h>. 

• It is also important to measure performance relative to the performance 
of the industry and even relative to performance in prior years. (hk), many 
companies consider performance relative to peers as well as 
improvement over prior years <m 



Once the budget is set and managers have been advised of their responsibilities in relation to budget 
performance, they can be held responsible for their portion of the budget. Breaking down the 
organization's master budget to divisional and departmental levels allows each level of the 
organization to be evaluated. The organization as a whole may be meeting its goals, while individual 
divisions and departments are failing. omaj 



Question 



How the budgetary process serve effectively as a control function? 



Answer 



For the budgetary process to serve effectively as a control function, it must be 
integrated with the accounting system and the organizational structure. Such 
integration enhances control by transmitting data and assigning variances to the 
proper organizational sub units. <glj 

In order to do that, the responsibility centers used for budgeting need to be the 
same as the responsibility centers used for accounting; the chart of accounts 
used for budgeting need to be the same as the chart of accounts used for 
accounting; and so forth. This enables management to compare the budget with 
the actual levels of activity, revenues and expenditures and calculate 
variances. ( hk) 



Question 



How the budgetary control process improve future performance? 



Answer 



One of the most valuable benefits of budgeting is that it helps managers gather 
relevant information for improving future performance. When actual outcomes 
fall short of budgeted or planned results, it prompts thoughtful senior managers 
to ask questions about what happened and why, and how this knowledge can be 
used to ensure that such shortfalls do not occur again. This probing and learning 
is one of the most important reasons why budgeting helps improve 
performance. <h) 
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How the company use the budget process to improve motivation? 



• Setting expected activities and operating results clearly in the budget, 
employees will know what is expected of them; in turn motivates 
employees to work to attain the budgeted goals. < b) 

. Allow employees to participate in the budgeting process, thus helping 
employees embrace the budget as their own.(B) 

• Set demanding but achievable goals for managers. (H) 

o Research shows that challenging budgets improve employee 
performance because employees view falling short of budgeted 
numbers as a failure. Most employees are motivated to work 
more intensely to avoid failure than to achieve success. As 
employees get closer to a goal, they work harder to achieve it. 
Therefore, many executives like to set demanding but achievable 
goals for their subordinate managers and employees. (h> 
o Challenging budgets improve employee performance, because no 
one wants to fail, and falling short of the budgeted numbers is 
perceived as failure, a budget helps to motivate employees to do 
a good job. (HK) 

o If they are so high that they are impossible to achieve, however, 
they are de-motivating. 

• Performance evaluations allow an organization to motivate employees 
by rewarding them for good performance in a number of ways, such as 
through performance-based bonuses, and/or by including performance 
evaluations in the decision process for future compensation or promotion 
decisions, (ima) 



How challenging should budget targets be?? 



Some experts argue that budget targets should be very challenging and should 
require managers to stretch to meet goals. Even the most capable managers may 
have to scramble to meet such a “stretch budget” and they may not always 
succeed. In practice, most companies set their budget targets at a “highly 
achievable” level. A highly achievable budget may be challenging, but it can 
almost always be met by competent managers exerting reasonable effort. <0 
Bonuses based on meeting and exceeding budgets are often a key element of 
management compensation. Typically, no bonus is paid unless the budget is 
met. The bonus often increases when the budget target is exceeded, but the 
bonus is usually capped out at some level. For obvious reasons, managers who 
have such a bonus plan or whose performance is evaluated based on meeting 
budget targets usually prefer to be evaluated based on highly achievable budgets 
rather than on stretch budgets. Moreover, highly achievable budgets may help 
build a manager’s confidence and generate greater commitment to the 
budget. And finally, highly achievable budgets may result in less 
undesirable behavior at the end of budgetary periods by managers who are 
intent on earning their bonuses. (g> 
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A budget helps to motivate employees if some degree of flexibility is allowed, and seen as realistic, 
the later will be achieved through the participation approach. 

Unfortunately, the budget is not always viewed in a positive manner. Some managers view a budget as 
a restriction. Many managers regard budgets negatively. To them, the word budget is about as 
popular as, say, downsizing, layoff, or strike. Top managers must convince their subordinates that the 
budget is a tool designed to help them set and reach goals. Whatever the manager’s perspective on 
budgets — pro or con — budgets are not remedies for weak management talent, faulty organization, or a 
poor accounting system. ( h> 



The traditional budgeting process may lead to across-the-board cuts when early budget iterations 
show that planned expenses are too high. However, budgeting should not necessarily require across 
the board cuts, even when expenses are higher than desired. Cost cutting should be based on what 
is best for the organization. Frequently cuts based on what is best for the organization will not be 
equally distributed. < hk) 



Promotes the efficient allocation of organizational resources 



A budget helps management to allocate resources efficiently and to ensure that subunit goals are 
congruent with those of other subunits and of the organization. 

The budget also can help managers identify current and potential bottlenecks in operations. Critical 
resources can then be acquired to ease any bottlenecks and prevent such bottlenecks from becoming 
obstacles to attaining budgetary goals. ( b> 

Budgets also provide authority to acquire and to use resources. The authorization function of 
budgets is especially important for government and not-for-profit organizations because budgeted 
amounts, sometimes referred to as appropriations , often serve both as approval of activities and as a 
ceiling for expenditures . <bj 

The allocation of scarce resources among competing opportunities is accomplished through 
implementation of a strategy. A budget is a plan based on a company's strategy for controlling its 
operations for a specific period of time. 



Efficient allocation of organizational resources & the preparation of the operating budgets 



The process of developing the operating budgets for the individual units in an organization includes 
identifying the resources that each unit will need to carry out the planned activities. 



The process of developing the production budget requires projections for direct materials and 
direct labor that will be required to produce the planned output. 

The process of budgeting for administrative salaries requires forecasts of administrative 
employees that will be needed by each department. If funds will be available for only a certain 
number of administrative employees in the organization, some units’ projections may have to be 
adjusted. This leads to efficient allocation of organizational resources. ( hk) 



Efficient allocation of organizational resources during the budgeting process may also include 
making decisions about the most profitable way to utilize the resources available. 
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A decision about what product or products to produce may need to be made under a situation of 
constraint. A constraint exists when one or more of the factors of production are limited in some way. 
This type of decision would be required if a plant were operating at full capacity and management 
wanted to maximize net income without being able to increase capacity. 

Decisions made under situations of constraint are usually short-run decisions. In the short run, 
managers must do the best they can with the resources they have. In the long run, however, capacity 
can be expanded and constraints eliminated, or at least reduced. 

When operating at capacity, operating income is maximized by maximizing contribution margin per 
unit of the resource that is limiting either the production or the sale of products.(HK) 




Assume our plant has only 3,000 machine hours available to produce its products, tables and 
chairs. 

The price and variable costs and the number of machine hours required to produce each product 
are as follows: 

Per Unit Data 



Chair Table 

Selling Price $450.00 $600.00 

Variable Costs 200.00 300.00 

Contribution margin $250.00 $300.00 

Machine hours/unit 2 4 

Contribution margin per machine hour $125 $75 



In the short run, under the existing constraint of 3,000 machine hours available per month, 
producing only chairs will maximize operating income. 
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Characteristics of Successful Budgeting 



Many factors characterize a successful budget, but no single factor can lead to a successful budget. 

The common factors in a successful budget include the following: 

1 . The budget must be aligned with the corporate strategy. 

2. The budget must be perceived by employees as a planning, communication, and 
coordinating tool, and not as a pressure or blame device. 

3. The budget must be characterized as a motivating tool to help employees work toward 
organizational goals. 

4. A budget should be coordinated. 

5. The budget should be used to alleviate potential bottlenecks and to allocate resources to those 
areas that will use the funds most efficiently and effectively. 

6. The budget must be seen as an internal control device, and internal-use budgets should base 
evaluations on controllable or discretionary costs. 



Take a note: 



Points from 1 to 6 discussed before so we will not give a detailed explanation again. 

7. The budget must have the support of management at all levels. 

8. Management (including top management) must fully endorse the budget-they must accept 
responsibility for reaching the budget goals. 

9. The single most important factor in assuring its success is for upper management to 
demonstrate that they take the project seriously and consider it vital to the organization’s 
future. 

10. A higher authority than the team who developed the budget must review and approve the 
budget. 

11. A budget can be successful only if those responsible for its implementation make it happen. 

12. People who are charged with carrying out the budget need to feel ownership of the budget. 

13. To be useful, the budget should be an accurate representation of what is expected to occur. 



Take a note: 



Points from 7 to 13 will be discussed through the topic “Who Should Participate in the Budgeting 
Process?” 

14. The time period for a budget should reflect the purpose of the budget (will discussed next 
pages). 

15. Sales and administrative budgets need to be detailed in order that key assumptions can be 
better understood (will discussed next pages). 

16. A budget should be flexible. 

The final budget should not be easily changed, but it must be flexible enough to be useful. 

Budgets should compel planning, promote communication and coordination, and provide performance 
criteria. The budget process must balance input from those who will need to follow the budget against 
a thorough and fair review of the budget by upper management, oma; 
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Characteristics of a Successful Budgeting Process 



Whether the organization and its budget are very simple or highly complex, the characteristics of a 
successful budget process include: the budget period, the participants in the budget process, the basic 
steps in budgeting, and the use of cost standards oma>. 



Budget Period 

A budget usually is prepared for a set time, most commonly for the fiscal year with subperiod 
budgets for each of the constituent quarters or months.(B) 

Budgets can also be prepared on a continuous basis. < hk) 

In practice, Johnson & Johnson has only skeleton budgets for its 5- and 10-year budgets. < b) 



Budget Participants & Budget Process 

Three groups make or break a budget: the board of directors, top management, and the budget 
committee. Middle and lower management also play a significant role, because they create detailed 
budgets based on upper management's plan, (ima) 

Methods of budget preparation differ between companies, but all fall somewhere on a continuum 
between entirely authoritative and entirely participative. (ima> , in other words budget development 
can be done using a participative process, an authoritative process, or a consultative process 
(combination approach) (hk), Note that the combination approach is sometimes considered to be a 
form of the participative approach <ima). 



Basic steps in budgeting 

The process usually includes the formation of a budget committee; determination of the budget 
period; specification of budget guidelines; preparation of the initial budget proposal; budget 
negotiation, review, and approval; and budget revision. < b) 

For instance, the steps that responsibility centers take in preparing their budgets include: the initial 
budget proposal, budget negotiation, review and approval, and revision. <ima) 



The use of Cost Standards 

Organizations set different types of standards that they strive to achieve, Standards can be either 
authoritative or participative, Specific types of standard costs include ideal standards and 
reasonably attainable standards, Several sources are often used simultaneously when setting 
standards: activity analysis, historical data, market expectations, strategic decisions, and 
benchmarking, establishing a standard cost for direct materials & direct labor . (imai 
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Budget Period /Time Frames for Budgets 



A budget/profit plan is generally prepared for a set period of time, commonly for one year , an the 
annual profit plan is subdivided into months or possibly quarters. Usually the budget /profit plan is 
developed for the same time period covered by a company’s fiscal year. 

When the budget period is the same as the fiscal year, budget preparation is easier and comparisons 
between actual results and planned results are facilitated. This comparison is called a variance 

report. Variance reporting will be covered in detail in the next major section, Performance Management. (HK) 



Continuous Basis 



Budgets can also be prepared on a continuous basis. At all times, the budget covers a set number of 
months, quarters, or years into the future. Each month or quarter, the month or quarter just 
completed is dropped and a new monthly or quarterly budget is added to the end of the budget. 

At the same time, the other periods in the budget can be revised to reflect any new Information 
that has become available. Thus, the budget is continuously being updated and always covers the 
same amount of time In the future. This is called a rolling budget or a perpetual /continuous 
budget. 

A continuous or perpetual budget is a 12-month budget that rolls forward one month (or quarter) as 
the current month (or quarter) is completed. In other words, one month (or quarter) is added to the 
end of the budget as each month (or quarter) comes to a close. This approach keeps managers 
focused at least one year ahead so that they do not become too narrowly focused on short-term 
results.(G) 



Long-term budget in parallel with the master budget 



Firms usually have longer-term budgets, as well. Budgets for the years beyond the coming year 
usually contain only essential operating data and do not attempt to present a full operating and 
financial budget. ( hk) 

In practice, firms seldom have budgets for only one year. The budgets for the years beyond the 
coming year, however, usually contain only essential operating data. For example, Johnson & 
Johnson has only skeleton budgets for its 5- and 10-year budgets. (B) 

Having a long-term budget in parallel with the master budget allows alignment of strategic goals 
and short-term operations. w 
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Who Should Participate in the Budgeting Process? 



Budget Participants 

Three groups make or break a budget: the board of directors, top management, and the budget 
committee. Middle and lower management also play a significant role, because they create detailed 
budgets based on upper management's plan.(iMA) 

To gain the benefits of budgeting, management at all levels of a company should understand and 
support the budget and all aspects of the management control system. This is critical for obtaining 
lower-level management’s participation in the formulation of budgets and for successful 
administration of budgets. Lower-level managers who feel that top management does not “believe” in 
a budget are unlikely to be active participants in a budget process. (H) 

The profit plan must have the support of management at all levels. The support of top management is 
critical to gain the support of lower-level managers, and the support of lower-level managers is critical 
in order to gain the support of the affected employees. ( hk) 



Board of Directors 



The budget process begins with the mission statement formulated by the board of directors.(GL) The 
board of directors does not create the budget, but the BOD responsible for reviewing the budget and 
either approves it or send it back for revision. The board usually appoints the members of the budget 
committee, (ima) 



Top Management 



Responsibilities 

□ Senior management translates the mission statement into a strategic plan with measurable, 
realizable goals. <gl) 

□ Either senior management or a budget committee made up of senior managers provides 
budget guidelines based on their strategic plans, assumptions about the economy, and other 
relevant factors. ( hk) 

□ Top management is ultimately responsible for their budgets, and their primary means of 
exercising this responsibility is to ensure that all levels of management understand and 
support the budget and the overall budget control process (i.e., using the budget process to 
communicate goals). oma) 

□ Top management should use the budget to define its plans and goals for the period so that other 
managers and employees have access to this information. <b> 

□ Senior managers review the initial budgets that received from division heads, and send them 
back to the department heads for revision. 

□ Top managers should give their subordinates incentives for making truthful and complete 
budgets, such as rewarding accuracy. 

□ A common problem that needs to be avoided is budget slack. Budget slack occurs when 
budgeted performance differs from actual performance because managers tend to build in some 
extra money for their budget to deal with the unexpected. Budget slack is built-in freedom to 
fail, and cumulative budget slack at each sublevel can result in a very inaccurate master 
budget, (ima) 

□ In administering the budget program, it is particularly important that top management not use 
the budget to pressure or blame employees. Using budgets in such negative ways will breed 
hostility, tension, and mistrust rather than cooperation and productivity. <o 

□ Top management should use the budget and variance reports to reevaluate the strategy if 
needed. (H) 
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Nature of senior management’s involvement 

• Top management involvement does not extend to dictating the exact numerical contents of the 
budget since top management lacks a detailed knowledge of daily operations . (gd 

The importance of senior management’s involvement 

• Top management’s belief in and support of the planning and budgeting process is the single 
most important element in its success. ( gl) 

• Budgeting is a cross-functional activity. Top management’s strategies for achieving revenue 
and operating income goals influence the costs planned for the different business functions 
of the value chain. For example, a budgeted increase in sales based on spending more for 
marketing must be matched with higher production costs to ensure that there is an adequate 
supply of tables and with higher distribution costs to ensure timely delivery of tables to 
customers. (H) 

. If top management is not perceived to endorse a budget, line managers will be less likely to 
follow the budget precisely. oma> 

• The importance of senior management’s involvement cannot be over-emphasized. The support 
of top management is crucial in order to obtain successful development and administration 
of the budget, (hkj 

. Furthermore, top management support is necessary in order to gain lower-level management 
participation. If lower-level managers feel that top management does not support the effort, 
they are not likely to support it either, (hk) 

• The budget review and approval process ensures top management that budget guidelines are 
being followed. 

• Top management's active involvement in reviewing and approving the proposed budget is an 
effective way to discourage lower-level managers from playing budget games. (Submitting 
budgets with easy targets and adding slack to a budget.) 

• The active involvement of top management also motivates lower managers to believe in the 
budget, be candid in its preparation, and be dedicated to attaining its goals because they know 
that the boss cares about the budget. 

• An organizational budget requires a significant commitment of internal resources. The single 
most important factor in assuring its success is for upper management to demonstrate that 
they take the project seriously and consider it vital to the organization’s future . (gd 



|Budget Committee 



Committee Structure 

Large corporations usually need to form a budget committee that have the highest authority in an 
organization for all matters related to the budget, composed of senior management, and often led by 
the chief executive officer or a vice president. The size of the committee will vary depending on the 
organization. (ima,b) 

• A typical budget committee includes the chief executive officer (CEO) or one or more vice presidents, 
heads of strategic business units, and the chief financial officer (CFO). In some organizations, the CEO 
makes all budget decisions and there is no committee. (b) 

• This committee may consist of the president; vice presidents in charge of various functions such as sales, 
production, and purchasing; and the controller. (G) 
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Responsibilities 

The budget committee oversees all budget matters, responsible for overall policy relating to the budget 
program and for coordinating the preparation of the budget itself.(G). 

• Directs budget preparation & providing initial budget guidelines that set the tone for the 

budget and govern its preparation. 

Establish the priorities and provide the necessary support. 

Sets and approves the overall budget goals for all major business units, 

Resolves conflicts and differences that may arise during budget preparation and rules on 
disagreements, 

Coordinates budget preparation, 

Monitors the budget, 

Monitors operations as the year unfolds, 

Reviews the operating results at the end of the period. 

Reviews the budget for consistency with the budget guidelines, attainment of the desired short- 
term goals and strategic objectives of the organization 
Approves major revisions of the budget during the period. 

Approves the final budget, the budget committee gives final approval, and the CEO then 
approves the entire budget and submits it to the board of directors. <b,ima) 



Middle and Lower Management 



Once the budget committee sets the tone for the budget process, many others in the organization have 
some role to play. Middle and lower management do much of the specific budgeting work. 



Question 



Why Top managers want lower- level managers to participate in the budgeting 
process? 



Answer 



Top managers want lower- level managers to participate in the budgeting process 
because lower-level managers have more specialized knowledge and first- 
hand experience with day-to-day aspects of running the business, they know 
what is possible, what is not possible, and what resources are required to meet a 
specific level of activity and this is the bottom up part.(H,HK) 



Participation creates greater commitment and accountability toward the 
budget among lower-level managers. This is the bottom- up aspect of the 
budgeting process . (hj 

Responsibilities 

Middle and lower management receive their budget instructions, draw up their departmental 
budgets in conformity with the guidelines, and submit them to the budget committee. 



Budget Department or The budget director/controller 



The budget department is responsible for compiling the budget and managing the budget process. 
The budget director and department are not responsible for actually developing the estimates on 
which the budget is based. This role is performed by those to whom the resulting budget will be 
applicable. The budget director has staff, not line, authority. (S)he has a technical and advisory role. 
The final decision-making responsibility rests with line management. (gl> 
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Methods of budget preparation -Authoritative or Participative Budgeting? 



The success of a budget program is largely determined by the way a budget is developed. (g> 

Methods of budget preparation differ between companies, but all fall somewhere on a continuum 
between entirely authoritative and entirely participative. 



The ideal process combines the features of each and falls somewhere between these methods, Note 
that the combination approach is sometimes considered to be a form of the participative approach .(iMA) 

An effective budgeting process often combines both top-down and bottom- up budgeting approaches. 
Divisions prepare their initial budgets based on the budget guidelines issued by the firm’s budget 
committee. Senior managers review and make suggestions to the proposed budget before sending it 
back to the divisions for revisions. The final budget usually is reached after several rounds of 
negotiations. For this reason, this is generally referred to as a negotiated budgeting process. <b) 

A consultative budget is a combination of authoritative and participative budget development 
methods. Senior management asks for input from lower-level managers but then develops the budget 
with no joint decision-making or negotiation involved. mKj 



Budgeting needs to be both bottom up and top down. Despite its advantages, a budget 
neither ensures improved cost control nor prevents inefficiencies. 



n an authoritative budg et (top-downi 
mdget- imposed budget). 



Top management sets everything from 
strategic goals down to the individual items 
of the budget for each department and 
expects lower managers and employees to 
adhere to the budget and meet the goals. 

(IMA) 

Authoritative budgeting provides better 
decision-making control than does 
participative budgeting. 

Top management sets the overall goals for 
the budget period and prepares a budget for 
operating personnel to attain the goals. 

An authoritative budget, however, often 
lacks the commitment (“buy-in”) of 

lower-level managers and employees 
responsible for implementing it.(B) 



n a participative bu dget (bottom-up or| 
;elf-imposed budgetj.MHBBBMHM 



Managers at all levels and certain key 
employees cooperate to set budgets for their 
areas, and top management usually retains 

final approval. ( ima) 

A participative budget is a good 
communication device. 

The process of preparing a budget often 
gives top management a better grasp of 
the problems their employees face and 
provides the employees a better 
understanding of the dilemmas that top 
management deals with. A participative 
budget also is more likely to gain employee 
commitment to fulfill budgetary goals. 
Unless properly controlled, however, a 
participative budget can lead to easy budget 
targets or targets not in compliance with the 
organization’s overall strategy. 
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advantages and Disadvantages of Participative Budget Development! 

idvantages include the following:fc^ 

^^m^dpaU^HuulgeU^igoot^ommiin^ 



The process of preparing the budget participatively gives senior managers a better grasp of the 
problems their employees face. The employees’ knowledge is more specialized and they have the 
hands-on experience of running the business on a day-to-day basis. At the same time, employees 
gain a better understanding of the problems experienced by top management. <hk> 



A budget is potentially a good motivational tool.™ 



• A budget is potentially a good motivational tool. If lower level managers have participated 
in preparing the budget, instead of simply receiving a budget imposed by top management, 
they are more likely to understand and share the goals of top management and to work 
to keep costs within the budget. ( gd 

• Managers are more motivated to achieve budgeted goals when they are involved in budget 
preparation. A broad level of participation usually leads to greater support for the budget 
and the entity as a whole, as well as a greater understanding of what is to be 
accomplished. < gl) 

• Bottom-up budgeting is the best way of motivating managers to meet budget estimates 
because it permits participation in the budget process. Lower level managers who take part 
in budgeting decisions are more likely to support the result and less likely to feel that 
the budget has been imposed from above . cgd 

• However, a budget is also a motivator in the sense that managers are accountable for 
variances in controllable costs but are rewarded for good performance. Moreover, 
budgeting coupled with analysis of variances tends to improve motivation by allowing 
upper-level managers to concentrate on problems (exceptions) rather than engaging in 
routine supervision of subordinates, which may be viewed as unnecessarily intrusive and 
unwelcome. .<gl) 

• It gives them a feeling of ownership of the process.™ 



A participative budget is more likely to be achievable.™ 



• A participative budget is more likely to gain employee commitment to fulfill budgetary 
goals. People are more willing to devote extra effort to attain goals they perceive as their 
own.™) 

A participative budget is more likely to be achievable because it was developed with input 
from the people responsible for achieving it.™) 

. Participation and understanding are also likely to result in budgets that are reasonably 
attainable and viewed as realistic, as participative budgeting is a practical means of 
setting realistic, achievable budget goals.™ 

• Also, managers cannot blame unrealistic objectives as an excuse for not achieving budget 
expectations when they have helped to establish those objectives. Despite the involvement 
of lower level managers, senior management must still participate in the budget process to 
ensure that the combined objectives of the various departments are consistent with 
profitability objectives of the company. .<gd 

• Participation adds credibility to the budgeting process and creates greater commitment 
and accountability toward the budget. m, 
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Advantages of a participative budget include greater accuracy of budget estimates 



Managers with immediate operational responsibility for activities have a better understanding of 
what results can be achieved and at what costs. <gl) 

Since department managers have the most detailed knowledge about organizational operations, 
they should use this information as the building blocks of the operating budget. 



Participatory budgeting involves extensive coordination between departments.^! ) 



Goal congruence is one of the advantages of participatory budgeting . ( glj 



Budget targets that are too easy to achieve. 



. Unless senior management controls the budget process properly, a participative budget can 
lead to budget targets that are too easy to achieve, or budgetary slack. Budgetary slack, 
which will be discussed later in more depth, is the practice of underestimating planned 
revenues and overestimating planned costs to make the overall budgeted profit more 
achievable. It is the difference between the amount budgeted and the amount the manager 
actually expects. ( hk> 

• Without a review, self-imposed budgets may be too slack, resulting in suboptimal 
performance. to Suboptimal decision making is not likely to occur when guidance is given 
to subunit managers about how standards and goals affect them. <gu 



Participative budget can lead to targets not in compliance with the organization's strategy 



. Unless properly controlled, however, a participative budget can lead to easy budget targets 
or targets not in compliance with the organization's strategy or budget. ( b> 

• Integrating corporate strategic plans into the budget can be more difficult when it has a 
bottom-up process. ( hk) 

• Budgets proposed by the lower-level managers will lack coherent direction. (o 



T ime- Consuming 



Participative budgeting is more time-consuming than authoritative budgeting because lower-level 
managers and employees need to meet and negotiate their budgets. <hk> 



Advantages and Disadvantag es of Authoritative Budget Development! 

Advantages include the following 

Better control . ' y 



An authoritative budget process gives senior management better control over the decision-making 
process than participative budgeting. <hk) 
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Facilitates the implementation of strategic plans 



Authoritative budgeting places more emphasis on the achievement of the strategic plans 
developed by top management. ( hk) 

Strategic plans are long-term in nature and require a good deal or coordination in order to be 
successful. Senior management's job is to position each division and department appropriately to 
fulfill their role in the long term organizational plan. Top-down budgeting achieves this more 
readily than bottom-up budgeting, because senior management has the required long-term 
perspective and lower level managers do not. 



Reduces the time required for budgeting 



Authoritative budget development can be done more rapidly and with greater flexibility than 
participative budgeting because it eliminates the need to meet with lower-level managers to 
negotiate their budgets. ( hk) 

When the budget is dictated from above, departmental managers do not need to spend time putting 
together their plans and ideas for the future. Furthermore, there is no need for lower level managers 
to make adjustments to the first draft of the budget, as is done with bottom up budgeting after 
senior management has examined the first draft budgets of the lower level managers. The result is 
that less time is required for the budgeting process. (hk> 



Increases coordination of divisional objectives 



Since a top-down budget is imposed by upper management, coordinating the objectives of separate 
divisions is simplified. (gl> 

Frequently, departmental managers have blinders on and are unaware of what is happening in other 
areas of the company. Senior management has a better perspective of the big picture and what will 
be necessary to achieve overall organizational objectives. <hki 



Budgetary slack is not a problem. 

Lacks commitment (“buy-in”) of lower-Level managers 



Because lower-level managers and employees (that is, those responsible for implementing the 
budget) have no input into the budget development process, they will usually have less 
commitment to the budget and be less accepting of it.aiK) 



May result in a budget that is not possible to achieve 



Because an authoritative budget lacks input from lower-level managers, its objectives may not be 
practical or possible to achieve because it does not take into account existing limitations that 
senior management might not be aware of.(HK) 



May limit the acceptance of proposed goals and objectives 



When senior management determines the budget without input from the departments being held to 
that budget, employees are less likely to feel they can / want to achieve the target. It wasn't their 
idea and no one listened to them. 

An authoritative budget issues, or dictates, orders. People are likely to resent being given orders 
and a morale problem may result. <hk) 
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Reduces the communication between employees and management 



Communication between senior management and lower-level management and employees is 
reduced with an authoritative budgeting process. 

As these comments suggest, all levels in the organization should work together to produce the 
budget. Lower-level managers are more familiar with day-to-day operations than top managers. 
Top managers should have a more strategic perspective than lower level managers. Each level of 
responsibility in an organization should contribute its unique knowledge and perspective in a 
cooperative effort to develop an integrated budget. (o 

Unfortunately, most companies do not follow the budgeting process we have described. Typically, 
top managers initiate the budgeting process by issuing profit targets. Lower-level managers are 
directed to prepare budgets that meet those targets. The difficulty is that the targets set by top 
managers may be unrealistically high or may allow too much slack. If the targets are too high and 
employees know they are unrealistic, motivation will suffer. If the targets allow too much slack, 
waste will occur. 

Unfortunately, the budget is too often used as a pressure device and excessive emphasis is placed on 
“meeting the budget” under all circumstances. Rather than being used as a weapon, the budget 
should be used as a positive instrument to assist in establishing goals, measuring operating results, and 
isolating areas that need attention.(G) 

Advantages and Disadvantages of Consultative Budget Development 

Since consultative budget development is a compromise between participative and authoritative 
budgeting, it has many of the advantages and disadvantages of both. 

• Since senior management makes the final decisions without any negotiation, management 
maintains control over the process. As a result, senior management’s strategic plans are 
integrated into the budget and budgetary slack is not a problem. 

• The amount of time required to develop a consultative budget is greater than the time required 
for an authoritative budget but less than the time required for a participative budget. 

• If lower-level managers see the input they provided incorporated into the final budget, they may 
be nearly as accepting and committed to the budget as they would have been had it been 
developed participatively. However, if they feel their input has been disregarded, they may be 
even more resentful than if they had never been asked to provide input in the first place. To ask 
for input and then not use it is dismissive. The lower-level managers whose input has been 
ignored could probably not be expected to provide much input into future budget development 
processes. 



An effective budgeting process therefore usually combines both top-down and bottom- up 
budgeting approaches. Divisions prepare their initial budgets based on the budget guidelines issued 
by the firm's budget committee. Senior managers review and make suggestions to the proposed 
budget before sending it back to the divisions for revisions. The final budget usually results from 
more participation, not enforced negotiations. 

-I- Thus, the right approach is a good balance of top management involvement with 
lower-level managers. 

■ 4 - Greatest amount of positive motivation and goal congruence can be achieved if the firm have the divisional 
and senior management jointly develop goals and the divisional manager develop the implementation plan. 

4 - Senior management must still participate in the budget process to ensure that the combined objectives of the 
various departments are consistent with profitability objectives of the company and managers pursue 
objectives consistent with those set by top management. 
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Behavioral Issues in Budgeting 



The human aspects of budgeting are extremely important. (g>To encourage a successful budgeting 
process management must consider a number of behavioral issues, as discussed below . <bj 

As we discussed earlier in this chapter, budgeting is most effective when lower-level managers 
actively participate and meaningfully engage in the budgeting process. Participation adds credibility to 
the budgeting process and creates greater commitment and accountability toward the budget. But 
participation requires “honest” communication about the business from subordinates and lower-level 
managers to their bosses. At times, subordinates may try to “play games” and build in budgetary 
slack. <h) 



Budgetary Slack or Padding the budget 



Budgetary slack describes the practice of underestimating budgeted revenues, or 
overestimating budgeted costs, to make budgeted targets more easily achievable. It frequently 
occurs when budget variances (the differences between actual results and budgeted amounts) are 
used to evaluate performance, m 

Budgetary slack, or padding the budget, is the practice of managers knowingly including a 
higher amount of expenditures (or lower amount of revenue) in the budget than they actually 
believe will occur. When the actual cost (or revenue) amounts are realized and compared to 
“budgeted” figures, an appearance of successful effort is indicated. m 



Why mangers build slack into the budget 



Line managers are also unlikely to be fully honest in their budget communications if top 
management mechanically institutes across-the-board cost reductions (say, a 10% reduction in 
all areas) in the face of projected revenue reductions. Budgetary slack provides managers with a 

hedge against unexpected adverse circumstances. <h> 

Managers often justify such practices as insurance against uncertain future events. After all, no 
one knows exactly how the future will unfold.(B) 

On the positive side, budgetary slack can provide managers with a cushion against unforeseen 
circumstances. This can limit managers’ exposure to uncertainty and thereby reduce their risk 
aversion. The reduced anxiety about risk may help the managers make decisions that are more 
closely congruent with the goals of senior management. However, budgetary slack often creates 
more problems than it solves. (hk> 



Adverse effects of Budgetary Slack 



. Budgetary slack misleads top management about the true profit potential of the company, 
which leads to inefficient resource planning and allocation and poor coordination of 

activities across different parts of the company. ( H) 

. Budgetary slack, however, wastes resources and could lead employees to make half-hearted 
efforts to meet or exceed the budget. ( b) 

. Budget slack is built-in freedom to fail, and cumulative budget slack at each sublevel can result 
in a very inaccurate master budget. ( ima) 

• Budgetary slack can misrepresent the true profit potential of the company. 

• As a result, planning inaccuracy spreads throughout the company. If sales are planned too 
low, production will also be planned too low, possibly leading to product shortages 
because budgeted demand has been understated. The advertising program and distribution 
expense budgets may be planned incorrectly, and the cash budget might be inaccurate. < hk) 
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How companies avoid problems of budgetary slack? 



• Some companies use budgets primarily for planning purposes. They evaluate managerial 
performance using multiple indicators that take into account various factors such as the 
prevailing business environment and performance relative to competitors. 

o Evaluating performance in this way takes time and requires careful exercise of 
judgment. <h) 

• Other companies use budgets for both planning and performance evaluation and use 
different approaches to obtain accurate information. 

o To explain one approach, let’s consider the plant manager of a beverage bottler who 
is suspected by top management of understating the productivity potential of the 
bottling lines in his forecasts for the coming year. His presumed motivation is to 
increase the likelihood of meeting next year’s production bonus targets. Suppose 
top management could purchase a consulting firm’s study that reports productivity 
levels — such as the number of bottles filled per hour — at a number of comparable 
plants owned by other bottling companies. This report shows that its own plant 
manager’s productivity forecasts are well below the actual productivity levels being 
achieved at other comparable plants. Top management could share this independent 
information source with the plant manager and ask him to explain why his 
productivity differs from that at other similar plants. Management could also base 
part of the plant manager’s compensation on his plant’s productivity in comparison 
with other “benchmark” plants rather than on the forecasts he provided. Using 
external benchmark performance measures reduces a manager’s ability to set budget 
levels that are easy to achieve, m) 

• Another approach to reducing budgetary slack is for managers to involve themselves regularly 
in understanding what their subordinates are doing. 

o Such involvement should not result in managers dictating the decisions and 
actions of subordinates. Rather, a manager’s involvement should take the form of 
providing support, challenging in a motivational way the assumptions subordinates 
make, and enhancing mutual learning about the operations. 

o Regular interaction with subordinates allows managers to become knowledgeable 
about the operations and diminishes the ability of subordinates to create slack in 
their budgets, m 

• Some companies, such as IBM and Kodak, have designed innovative performance evaluation 
measures that reward managers based on the subsequent accuracy of the forecasts used in 
preparing budgets. For example, the higher and more accurate the budgeted profit forecasts of 
division managers, the higher their incentive bonuses. <h> 

• The best way to avoid the problems caused by budgetary slack is to use the budget/profit 
plan as a planning and control tool but not for managerial performance evaluation. 

o If the company does use the budget to evaluate managers, it could reward them 
based on the accuracy of the forecasts they used in developing their budgets. 

■ For example, the company’s senior management could say that the more 
accurate a division manager’s budgeted profit forecast is and the greater the 
amount by which it is exceeded, the higher the manager’s bonus will be.imo 

• A firm may decrease slack by emphasizing the consideration of all variables, holding in-depth 
reviews during budget development, and allowing for flexibility in making additional budget 
changes. 
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Budgetary Slack and Its Impact on Goal Congruence 



Goal congruence is a term that refers to the degree of consistency between the goals of the firm, its 
subunits, and its employees.B) 

Goal congruence exists when individuals and groups work toward achieving the organization’s 
goals — that is, managers working in their own best interest take actions that align with the overall 
goals of top management.(H) 

In general, a firm’s goals should be as consistent as possible with the goals of its employees. 

A budget devoid of considerations for goal congruence is not likely to achieve the most desirable 
results. A budget that aligns the firm’s goals with those of its employees has a much better chance to 
realize successful operations and attain desirable results. <b> 

There are at least three major factors that affect the level of goal congruence achieved: (1) the extent to 
which employees participate in the budgeting process; (2) the level of difficulty embedded in the 
budget; and (3) whether and how compensation is linked to budgeted performance. 

Spending the budget 

Spending the budget is another serious ethical issue in budgeting. Managers could believe that if they 
do not use all the budgeted amounts, their future budgets will be reduced. 



The Budgeting Process 



The traditional budgeting process can range from the informal simple processes small firms use that 
take only days or weeks to complete to elaborate, lengthy procedures large firms or governments 
employ that span months from start to final approval. The process usually includes the formation of a 
budget committee; determination of the budget period; specification of budget guidelines; preparation 
of the initial budget proposal; budget negotiation, review, and approval; and budget revision. 



|Budget guidelines are set and communicated. 



In a traditional budgeting process the budget committee (or senior management) is responsible for 
providing initial budget guidelines that set the tone for the budget and govern its preparation. 

The committee issues budget guidelines after careful considerations on: 

• the general outlook of the economy and the market; 

• the organization’s strategic goals, long-term plan, strategic projects, and 

• expected operating result of the current period; 

• specific corporate decisions or policies such as mandates for downsizing, reengineering, 
pollution control, and 

• special promotions; and short-term objectives. 

All responsibility centers (or budget units) follow the budget guidelines in preparing their budgets. 



Initial budget proposals are prepared by responsibility centers 



Each responsibility center manager prepares an initial budget proposal using the budget guidelines as 
well as their own knowledge about their own area (such as introduction of new products or changes to 
be made in product design or manufacturing processes). 

In addition, budget units need to consider a number of internal and external factors in preparing their 
budget proposals. 



[Negotiation, review, and approval. 



The executives of budget units examine initial budget proposals. The examination includes: 

• determining adherence to the budget guidelines, 

• verifying that the budget goals can be reasonably attained and are in line with the goals of the 
immediately higher organizational unit, and 

• assuring that the budgeted operations are consistent with those of other budget units. 
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As budget units complete their budgets within the units, the budgets go through successively higher 
levels of the organization until they reach the top level and the combined unit budgets become the 
organization’s budget. Any changes that are needed are negotiated between the responsibility center 
managers and their superiors. Budgets go through successive levels of management, and at each point 
they may be renegotiated. These negotiations are the most important part of the budget 
preparation process and also the most time-consuming part. Eventually, all of the individual unit 
budgets are combined into the consolidated master budget (first draft). The consolidated master budget 
will consist of a set of budgeted financial statements: balance sheet, income statement, and statement 
of cash flows. 

The budget committee reviews the budget for consistency with the budget guidelines, attainment of 
the desired short-term goals and strategic objectives of the organization. 

The budget committee gives final approval, and the CEO then approves the entire budget and 
submits it to the board of directors. 



Revisions. 



Even after the profit plan has finally been adopted, it should be able to be changed if the assumptions 
upon which it was built change significantly. New information about internal or external factors may 
make revision of the profit plan necessary. 

In addition, periodic review of the approved budget for possible changes or use of a continuous 
budget that is continually being updated might be advisable. Although updating the budget provides 
better operating guidelines, budget revisions that are too easy or too frequent might encourage 
responsibility centers to not take the budgeting process seriously. The budget should be revised only 
when circumstances have changed significantly and the changes are beyond the control of the 
responsibility center manager or the organization. < hk) 

Procedures for budget revisions vary among organizations. For organizations that allow budget 
revisions only under special circumstances, obtaining approval to modify a budget can be difficult. 
Not all events, however, unfold as predicted in a budget. Strictly implementing a budget as prescribed, 
even when the actual events differ significantly from those expected, certainly is not a desirable 
behavior. In such cases, managers should be encouraged not to rely on the budget as the absolute 
guideline in operations to 

Management should not be required to rely on the budget as the sole operational guideline. Regular 
revisions may provide better operating guidelines, however this may lead managers to anticipate 
regular changes and not prepare budgets as carefully as they should. Organizations that allow regular 
revisions should make sure that the threshold for revision is set high enough to keep employees 
working as efficiently as possible. When regular revisions occur, a copy of the original budget should 
be kept for comparison with actual results at the end of the period.dMA) 



Best Practice Guidelines for the Budget Process 



Best practices in budgeting include the following, some of which have already been discussed: 

• The development of the profit plan should be linked to corporate strategy. 

• Use the budgeting process to minimize the adverse effects that anticipated problems 
might have on operations. 

• The profit plan must have the support of management at all levels. 

• Communication is vital. 

• The profit plan should be coordinated 

• The profit plan should be a motivating device. 

• Design procedures to allocate funding resources strategically. 

• Managers should be evaluated on performance measures other than simply meeting budget 
targets. 
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• Link cost management efforts to budgeting. 

• The strategic use of variance analysis. 

• Reduce budget complexity and budget cycle time. 

• The time period for a budget should reflect the purpose of the budget. 

• Develop budgets that can be revised if necessary. A budget should be flexible. 

• Budgeting should not be rigid. 

Develop budgets that can be revised if necessary. A budget should be flexible. 

• If conditions change during the budget period, the budget should not be used as an excuse for 
not doing some-thing that is strategically important to the company, such as acting on an 
unforeseen business opportunity that arises. 

o If an unplanned large maintenance expense is needed, the budget should not require a 
manager to postpone repairs if doing so will hurt the company in the long run. By 
having a process in place to revise the budget when change is warranted, a company 
can respond to competitive threats or opportunities more quickly, 
o Furthermore, when budget developers know that the budget will have some flexibility, 
they will feel less need to pad their budgets with budgetary slack (see Budgetary 
Slack and Its Impact on Goal Congruence, below), which they otherwise might do in 
order to cover any possible development. This leads to more realistic profit plans, 
o Review the profit plan on a regular basis throughout the year. These reviews should 
report on changes in business conditions and alert managers that new tactics may be 
called for if they are to meet their targets for the year. This goes along with revising 
the budget when necessary. The budget should not be revised to cover up for poor 
performance or poor planning, but best-practice companies choose to revise the profit 
plan rather than stick with a plan that no longer reflects cur-rent conditions. 

Budgeting should not be rigid. 

• If revenue decreases are anticipated for the coming year, an “across the board” cost reduction 
applied to all areas can create additional problems. A coordinated effort should be made to find 
where making cuts would do the least damage to company operations. 

• However, rigid enforcement of budgets will, in some situations, cost an organization more in 
the long run than if some flexibility is allowed. 

o For example, a manufacturer could lose thousands of dollars if the maintenance 
manager refuses to approve overtime for its mechanics to make an urgent repair 
because "it would use up too much of the maintenance budget." <ima) 

Budgets should not be administered rigidly. 

Attaining the budget is not an end in itself, especially when conditions change dramatically. A 
manager may commit to a budget, but if a situation arises in which some unplanned repairs or an 
unplanned advertising program would serve the long-run interests of the company, the manager should 
undertake the additional spending. 
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[Budgeting and Responsibility Accounting 



To attain the goals described in the master budget, a company must coordinate the efforts of all its 
employees — from the top executive through all levels of management to every supervised worker. 
Coordinating the company’s efforts means assigning responsibility to managers who are accountable 
for their actions in planning and controlling human and other resources. 

Each manager, regardless of level, is in charge of a responsibility center. A responsibility center is a 
part, segment, or subunit of an organization whose manager is accountable for a specified set of 
activities. Four types of responsibility centers are cost centers, revenue centers, profit centers, and 
investment centers. <h) 

Control in an organization is exercised through responsibility centers. Therefore, as we have 
maintained throughout this discussion, budgeting must also be done at the responsibility center level. 
However, responsibility center managers should be responsible for budgeting only the costs that they 
can control. ( HK) 



Take a Note: 



When we look at performance measurement in Section C, we will see this idea again. In Section C we 
discuss that managers should only be evaluated on things that they are able to control or influence. 

The higher the manager’s level, the broader the responsibility center and the larger the number of 
his or her subordinates, an 

Responsibility accounting is a system that measures the plans, budgets, actions, and actual results of 
each responsibility center. (h> 



Responsibility and Controllability 



Controllability is the degree of influence that a specific manager has over costs, revenues, or related 
items for which he or she is responsible, m 

A controllable cost is any cost that is primarily subject to the influence of a given responsibility 
center manager for a given period. (h> 



Take a Note: 



A responsibility accounting system could either exclude all uncontrollable costs from a 
manager’s performance report or segregate such costs from the controllable costs, m 

For example, a machining supervisor’s performance report might be confined to direct materials, 
direct manufacturing labor, power, and machine maintenance costs and might exclude costs such as 
rent & taxes paid on the plant. <h) 

Some costs are controllable by a given manager and some costs are not. “Controllable costs” refers to 
costs for which the manager has the authority to make the decisions about how money will be spent. 
“Non-controllable costs” refers to costs that are ordinarily controlled at a higher level in the 
organization, such as the manager’s salary or bonus. The manager’s salary or bonus is controllable, 
but not by the manager. The manager’s salary will usually be assigned to his or her responsibility 
center’s budget and will appear on reports comparing actual results to the budgeted amount, but the 
manager should not be held responsible for it. 

The allocation of the indirect costs of the organization as a whole may be another non-controllable 
cost, since indirect costs may be allocated on any of a number of bases, some of which may be 
controllable by the manager of the responsibility center and some of which may not. 
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Each budgeted cost assigned to a responsibility center should be identified as either controllable or 
non-controllable by that responsibility center’s management. For example, salaries in the accounting 
system may be segregated in two accounts: controllable salaries and non-controllable salaries. Each 
would then be budgeted by the person who has control over it, and that person would be responsible 
for explaining the variances. 



Cost classification according to performance evaluation VS. the cost classification according to 
behavior 



It is also important to recognize that fixed costs and indirect costs are not always uncontrollable, and 
variable costs and direct costs are not always controllable. The nature of each cost will vary according 
to its characteristics and each cost should be analyzed to determine who controls it. 



Question 



Why in practice, controllability is difficult to pinpoint? 



Answer 



For at least two reasons: 

• Few costs are clearly under the sole influence of one manager. 

o For example, prices of direct materials may be influenced by a purchasing 
manager, but these prices also depend on market conditions beyond the 
manager’s control. Quantities used may be influenced by a production manager, 
but quantities used also depend on the quality of materials purchased. Moreover, 
managers often work in teams. Think about how difficult it is to evaluate 
individual responsibility in a team situation. (H) 

• With a long enough time span, all costs will come under somebody’s 
control. 

o However, most performance reports focus on periods of a year or 
less. A current manager may benefit from a predecessor’s 
accomplishments or may inherit a predecessor’s problems and 
inefficiencies. 

■ For example, present managers may have to work under undesirable 
contracts with suppliers or labor unions that were negotiated by their 
predecessors. How can we separate what the current manager actually 
controls from the results of decisions made by others? Exactly what is the 
current manager accountable for? Answers may not be clear-cut.(H) 



All costs should be included on some manager’s variance report and identified as the responsibility of 
that manager on whose report they appear. If an expense is classified as non-controllable on a given 
manager’s budget reports, then that expense should be included as a controllable expense on the report 
of the higher-level manager who makes the decisions that affect that expense. 

Note: All costs should be controlled by someone. Whenever no one is responsible for a cost, the 
uncontrolled cost creates great risk for the company. 



Take a Note: 



• Executives differ in how they embrace the controllability notion when evaluating those 
reporting to them. 

o Some CEOs regard the budget as a firm commitment that subordinates must meet. 

Failure to meet the budget is viewed unfavorably, 
o Other CEOs believe a more risk-sharing approach with managers is preferable, in 
which noncontrollable factors and performance relative to competitors are taken 
into account when judging the performance of managers who fail to meet their 
budgets. ( h) 
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This distinction between controllable and non-controllable costs is especially important if managers’ 
performance evaluations will be dependent upon meeting budgetary targets. (Although we have said 
this is not a good idea, it may be done in some organizations.) If other performance measures are used 
to evaluate managers, this distinction may be less important. 



Question 



Why managers should avoid overemphasizing controllability? 



Answer 



Responsibility accounting is more far-reaching. It focuses on gaining 
information and knowledge, not only on control. 

Responsibility accounting helps managers to first focus on whom they should 
ask to obtain information and not on whom they should blame, m 
Responsibility accounting involves holding managers responsible for only those things 
under his/her discretion and control, such as net revenue and controllable division costs. 

For example, if actual revenues at a Marriott hotel are less than budgeted revenues, the managers of 
the hotel may be tempted to blame the sales manager for the poor performance. The fundamental 
purpose of responsibility accounting, however, is not to fix blame but to gather information to 
enable future improvement, nn 

Managers want to know who can tell them the most about the specific item in question, regardless of 
that person’s ability to exert personal control over that item. 

For instance, purchasing managers may be held accountable for total purchase costs, not because of 
their ability to control market prices, but because of their ability to predict uncontrollable prices 
and to explain uncontrollable price changes. m 

Similarly, managers at a Pizza Hut unit may be held responsible for operating income of their units, 
even though they (a) do not fully control selling prices or the costs of many food items and (b) have 
minimal flexibility about what items to sell or the ingredients in the items they sell. They are, 
however, in the best position to explain differences between their actual operating incomes and their 
budgeted operating incomes. 



Question 



How do companies use responsibility centers? Should performance reports of 
responsibility center managers include only costs the manager can control? 



Answer 



A responsibility center is a part, segment, or subunit of an organization whose 
manager is accountable for a specified set of activities. 

Responsibility accounting systems are useful because they measure the plans, 
budgets, actions, and actual results of each responsibility center. Controllable 
costs are costs primarily subject to the influence of a given responsibility center 
manager for a given time period. Performance reports of responsibility center 
managers often include costs, revenues, and investments that the managers 
cannot control. Responsibility accounting associates financial items with 
managers on the basis of which manager has the most knowledge and 
information about the specific items, regardless of the manager’s ability to 
exercise full control. 
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Cost Standards in Budgeting 



A standard cost is a carefully determined cost a firm or organization sets for an operation, the cost 
the firm or organization should incur for the operation. A standard cost usually is expressed on a per- 
unit basis. Standard costs are incorporated into budgets and as such can be used to monitor and 
control operations, and to evaluate performance. mi 

A standard is a carefully determined price, cost, or cjuantity that is used as a benchmark for judging 
performance, m 

Standard costs are predetermined expectations about how much a unit of input, a unit of output, 

or a given activity should cost. The use of standard costs in budgeting allows the standard-cost 
system to alert management when the actual costs of production differ significantly from the standard. 

(GL) 



Take a Note: 



The term “standard” refers to manv different things. Alwavs clarifv its meaning and how it is being used. 



Consider Webb Company, a firm that manufactures and sells jackets. The jackets require tailoring and 
many other hand operations. 

Consider how Webb determines its direct manufacturing labor standards. 

Webb conducts engineering studies to obtain a detailed breakdown of the steps required to make a 
jacket. Each step is assigned a standard time based on work performed by a skilled worker using 
equipment operating in an efficient manner. There are two advantages of using standard times: 

(i) They aim to exclude past inefficiencies and (ii) they aim to take into account changes expected to 
occur in the budget period. Similarly, Webb determines the standard quantity of square yards of cloth 
required by a skilled operator to make each jacket. 



Standard cost per output unit for Standard input allowed Standard price 

each variable direct-cost input = for one output unit per input unit 

A standard input is a 

carefully determined 
quantity of input — such 
as square yards of cloth 
or direct manufacturing 
labor-hours — required 
for one unit of output, 
such as a jacket. 



Standard direct material cost per jacket: 2 square yards of cloth input allowed per output unit (jacket) 
manufactured, at $30 standard price per square yard 

Standard direct material cost per jacket = 2 square yards * $30 per square yard = $60 

Standard direct manufacturing labor cost per jacket: 0.8 manufacturing labor-hour of input allowed per 
output unit manufactured, at $20 standard price per hour 

Standard direct manufacturing labor cost per jacket = 0.8 labor-hour * $20 per labor-hour = $16 



A standard cost is a 

carefully determined cost 
of a unit of output — for 
example, the standard 
direct manufacturing 
labor cost of a jacket at 
Webb. 



A standard price is a carefully 
determined price that a company 
expects to pay for a unit of input. 
In the Webb example, the 
standard wage rate that Webb 
expects to pay its operators is an 
example of a standard price of a 
direct manufacturing labor-hour. 
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It is useful to distinguish between standard costs and a standard cost system . The latter refers to an 



accounting system in which standard costs, and associated standard cost variances, are recorded in the 
formal accounting system. The flow of direct manufacturing costs in the accounting records is 
illustrated in section C. 



Note, however, that standard costs can be used for control purposes outside of the formal 
accounting system. That is, at the end of the accounting period accountants can compare actual 
and standard costs and analyze variances using the procedures discussed in the previous section of 
this chapter, regardless of whether standard costs are incorporated formally in the accounting 
system. <b)A standard-cost system can be used in job-order, process-costing, and activity-based 
systems to isolate variances. <gd 



How are the words “budget” and “standard” related? 



Budget is the broader term. To clarify, budgeted input prices, input quantities, 
and costs need not be based on standards. <h> 

As we saw previously, they could be based on past data or competitive 
benchmarks, for example. However, when standards are used to obtain budgeted 
input quantities and prices, the terms “standard” and “budget” are used 
interchangeably. <h> 

The standard cost of each input required for one unit of output is determined by the standard quantity of the 
input required for one unit of output and the standard price per input unit. See how the standard-cost 
computations shown previously for direct materials and direct manufacturing labor result in the budgeted 
direct material cost per jacket of $60 and the budgeted direct manufacturing labor cost of $16 referred to 



In the long run, these costs should be the same. In the short run, however, they may differ because 
standard costs represent what costs should be, whereas budgeted costs are expected actual costs. 
Budgeted costs may vary widely from standard costs in certain months, but, for an annual budget 
period, the amounts should be similar.(GL) 

A standard cost is an estimate of what a cost should be under normal operating conditions based on 
studies by accountants and engineers. <gu The assumptions used, such as the number of direct labor 
hours allowed for each unit produced, should be challenging but attainable under normal 
conditions. If the standards are too rigorous, they will not be attained and the company will have large 
variances in its reporting that may cause inventory and cost of goods sold to be reported improperly. ( hki 






(i) cost management, ex: standard costs can be used in costing inventory accounts, 

(ii) pricing decisions, 

(iii) budgetary planning and control, and 

(iv) financial statement preparation. 






earlier. 
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idvantages of standard cost system 



• Assists in performance evaluation. 

• Allows employees to better understand what is expected of them. 

• Permits development of flexible budgeting. 



Note: A flexible budget is a budget that is prepared using the standard costs and the actual level of 
activity. Flexible budgets work with standard cost systems. The standard cost system provides data for 
the computation of the predetermined overhead rates to use in the flexible budget, for variance 
analysis of overhead expense, and for variance analysis of the direct inputs, which are direct materials 
and direct labor. (Variance analysis is covered in Section C.) (hk> 

Another view is that it is based on cost formulas, or standard costs. Thus, the cost formulas are fed 
into the computerized budget program along with the actual level of sales or production. The result is a 
budget created for the actual level of activity . ( glj 



Setting Standard Costs 



Setting price and quantity standards ideally combines the expertise of everyone who has responsibility 
for purchasing and using inputs. In a manufacturing setting, this might include accountants, 
purchasing managers, engineers, production supervisors, line managers, and production workers. Past 
records of purchase prices and input usage can be helpful in setting standards. However, the standards 
should be designed to encourage efficient future operations, not just a repetition of past operations that 
may or may not have been efficient.^) 

Firms have different expectations for the proper level at which to set their standards. Differences in 
expectations lead to two types of standards: ideal, and currently attainable standards. <b> 



Ideal/theoretical or perfection or maximum efficient/tight Standards 



• Reflects maximum efficiency in every aspect of an operation. 

• Difficult, but not impossible, to achieve. 

• Assume peak operating efficiency and the absence of any production disruptions. 

• ideal standards assume perfection across all operations. 

• can lead to undue stress on employees that, in turn, may lead to decreases in morale and 
ultimately decreases in productivity, m 

• attained only under the best circumstances. ( g) 

• Allow for no machine breakdowns or other work interruptions, 

• and they call for a level of effort that can be attained only by the most skilled and efficient 
employees working at peak effort 100% of the time. to 

• work into a continuous improvement strategy and total quality management philosophies. <ima> 



Variances from ideal standards 



Moreover, variances from ideal standards are difficult to interpret. Large variances from the ideal are 
normal and it is therefore difficult to “manage by exception. ”<g), and so are not practical for use in 
standard costs, but they can be useful for some special analytical and decision-making purposes and 
as goals to strive for. 
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Some managers feel that such standards spur 
continual improvement. These managers argue that 
even though employees know they will rarely meet the 
standard, it is a constant reminder of the need for ever- 
increasing efficiency and effort. <g) they can have 
positive behavioral implications if workers are 
motivated to strive for excellence. 



However, they are not in wide use 
because they can have negative 
behavioral effects if the standards are 
impossible to attain. Few organizations 
use ideal standards. Most managers 
feel that ideal standards tend to 
discourage even the most diligent 
workers. 



As an alternative to the use of ideal standards, some organizations employ what are referred to as 
continuous-improvement standards. Such standards, as a function of time (e.g., months), become 
progressively tighter (i.e., more difficult to achieve). The use of this approach is somewhat analogous 
to the Japanese use of kaizen costing. Organizations that use ideal standards often modify performance 
evaluation and reward structures so that employees are not frustrated by frequent failures to attain the 
standards. Organizations can, for example, use progress toward an ideal standard rather than 
deviations from it as the primary benchmark in its performance-evaluation and reward system. a-,) 

Ideal standards have been adopted by some companies that apply continuous improvement and other 
total quality management principles. ( gl> 



Currently attainable (practical) standards costs/ “tight but attainable. 



sets the performance criterion at a level that a person with proper training and experience can 
attain most of the time without having to exert extraordinary effort, 
emphasizes normality and allows for some imperfections and inefficiencies. <b> 
allow for normal machine downtime and employee rest periods. co 

can be attained through reasonable, though highly efficient, efforts by the average worker. <o 
achieved by reasonably well-trained workers with an allowance for normal spoilage, waste, 
and downtime. <GL) 

Serve as a better motivating target for manufacturing personnel. 

A currently attainable standard discourages continuous improvement because the workers are 
not motivated to perform better than they currently are performing continuous improvement is 
a key element in TQM. 

An alternative interpretation is that practical standards represent possible but difficult-to-attain 
results, (gl) 



Variances from practical standards 



Practical standards are the costs that are used in most standard costing systems, challenging to attain, 
but attainable under normal conditions and are incorporated into the flexible budget. 

Variances from practical standards typically signal a need for management attention because they 
represent deviations that fall outside of normal operating conditions. co 

Most companies use practical expected standard costs in their standard cost system and in their 
flexible budgets. If they choose not to do this, then management will have an additional variance to 
report; the variance between the practical expected costs and the Ideal theoretical costs. 



If standards are too tight, repeated failure to achieve them will reduce motivation. When 
standards are too loose, they represent an invitation to relax and provide little incentive to 
improve performance. 
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Selection of Standards 



Which standards — ideal or currently attainable — should a firm use? 

There is no single answer for all situations. 

Firms struggling for survival in intensely competitive industries may choose to use ideal (or 
continuous-improvement) standards to motivate employees to put forth their best efforts. 

Ideal standards are not effective, however, if frequent failures in meeting the standards discourage 
employees or lead them to ignore the standards. 

Currently attainable standards, however, may have built into them some degree of inefficiency. 
Allowing some inefficiencies is strategically unwise if the firm operates in an intensely competitive 
environment. 



Standard-Setting Procedures 



In addition, line management is usually involved in the setting of standard costs as are quality control 
personnel. Top management would not be involved because cost estimation is a lower level operating 
activity. Participation by affected employees in all control systems permits all concerned to understand 
both performance levels desired and the measurement criteria being applied.(GL) 

A firm can use either an authoritative or a participative procedure in setting standards. An 
authoritative standard is determined solely or primarily by management. In contrast, a participative 
standard calls, throughout the standard-setting process, for active participation of employees affected 
by the standard. 




• ensure proper consideration of all operating factors, 

• expedite the standard-setting process, than when more individuals are involved. 

• management's expectations will be reflected in the resulting standard costs; 

• ensuring total consistency across all functional areas. 

• It is also far less complex and time-consuming than coordinating input from the middle and lower 
levels. 



|Disadvantage| 



• affected employees will not see them as their own and will be less likely to accept them, which in 
turn will reduce their motivation to achieve the standards. <hk> 

Firms using an authoritative process in standard setting, however, should keep in mind that a standard 
is useless if ignored by employees. 



Using outside consultants setting the standards without participation from the involved 
employees could have potential consequences: consultant firms may not fully understand 
the company’s manufacturing process, resulting in suboptimal performance, in addition 
employees could react negatively since they did not participate in setting the standards and 
there could be dissatisfaction if the standards contain costs which are not controllable by 
the unit held responsible. 
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i participative (grass-roots) standard-setting 



Involves all the employees who will be affected by the standard. When employees participate in 
setting the standards, they are more likely to accept them and not see them as unreasonable. 

• Participation encourages employees to have a sense of ownership of the output of the process. 

• The result is an acceptance of, and commitment to, the goals expressed in the budget. 

• It provides a broader information base. 

• Middle- and lower-level managers are often far more informed about operational realities than 
senior managers. 

• Reduces the chance that employees will view the standard as unreasonable and increases the 
likelihood that they will buy into or adopt it as their own. 



|Disadvantage| 



• resulting standards may not support achievement of the firm's strategic goals or operating 
objectives.(HK) 

• costly in terms of time and money. 

• the quality of participation is affected by the goals, values, beliefs, and expectations of those 
involved, but if a budget is to be used as a performance evaluator, a manger asked for an 
estimate may provide one that is easily attained. ( gl> 

Even when an authoritative standard-setting process is followed, production employees and 
supervisors must be involved in some aspects of the process. These people are close to the production 
process and their input is important if management expects to do a good job of setting the standards. 
The actual standard setting is accomplished through the efforts of management, product design 
engineers, industrial engineers, management accountants, production supervisors, purchasing, 
personnel, and employees affected by the standards. 



Sources for Standards Setting 



Standard costs are derived from general standards for operations. Several resources are used in 
determining standards for operations. These are; 

• Activity analysis, 

• Historical data, and 

• Benchmarking 

HBS 

Activity analysis is the most accurate way of determining standard costs, If It Is properly executed. 

• It Involves Identifying and evaluating all the Input factors and activities that are required to 
complete a job, a project or an operation efficiently. 

• Activity analysis is performed by people from several different areas, including product 
engineers, industrial engineers, management accountants and the production workers. 

o Product engineers specify the components to be used in the manufacturing of a product, 
o Industrial engineers analyze the procedures required to complete the manufacturing process. 
Management accountants work with the engineers to complete the analysis. 

• Activity analysis “Team development approach”, 

o incorporates communication, bargaining, and interaction among product line managers; 
the immediate supervisors for whom the standards are being developed; and the 
accountants and engineers before the standards are accepted by top management. 
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• The analysis specifies the quantity and the quality of the direct materials, the required s ki lls 
and experience of the employees who will produce the product, and the equipment to be used 
in producing the product. The management accountants contribute the costs of the direct 
materials, the employees, the overhead and other Items to arrive at the total standard cost. 



Historical Data 



While activity analysis is the most accurate means to determine standard costs, the cost of the activity 
analysis itself can be prohibitively high. If a firm cannot justify the high cost of activity analysis, it can 
use historical data Instead. Data on costs involved in the manufacture of a similar product in prior 
periods can be used to determine the standard cost of an operation, if accurate data Is available. 
Analysis of historical data is much less expensive than activity analysis for determining standard costs. 



However, a standard cost based on the past may perpetuate past Inefficiencies. Furthermore, a 
standard based on the past does not incorporate continuous Improvements, which are an important 
standard in the competitive environment in which businesses operate today. 



[Benchmarking 



• Benchmarking is the continuous process of comparing an organization’s performance metrics with 
those of others in the same industry, or even of other industries. The goal is to set standards with 
an eye to those of the best-in-class organization. 

• These other firms need not be in the same industry or country. If they have similar operations, they 
can offer good guidelines even If they are from a different Industry or country. Benchmarking data 
can also come from associations of manufacturers that collect information from their members. In 
benchmarking, the best performance anywhere can be chosen as the attainable standard. Using the 
best performing company as a standard can help a firm maintain its competitive edge. However, 
the benchmark must be evaluated in light of the company's own unique situation. 

C \ 

• Benchmarking standards can take the form of : 

o the best performance of the unit in comparable past periods, 
o a comparison with a similar unit within the same company, 

o the best performance of a competitor with a similar operation 
v ! 1 J 



[Establishing Direct Materials Standards 



Three considerations go into establishing a standard cost for direct materials; 

• Quality, 

• Quantity, and 

• Price. 

Specifying the quality is the first step, because the quality of the direct materials will affect all phases 
of production, such as the quantity of the materials that will be required, the time required for 
processing, and the amount of supervision that will be needed during the production process. 

The marketing department, engineering department, production department and management 
accountants all need to be Involved in making the determination of the quality in order to assess the 
trade-offs that will be Involved as well as determine the optimum quality that will produce the 
lowest overall cost. 

The quantity standard is based upon the product design, the cost drivers of the manufacturing 
activities, the quality of the direct materials, and the condition of the plant and equipment that will be 
used to manufacture the product. The industrial engineering department, the production department 
and the management accountants work together to develop the quantity standard. 
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The price standard is developed after the quality and quantity standards, because the quality and 
quantity standards are considerations in setting the price standard. Timing of the purchases is a 
consideration, as well. 

/ 'N 

When the price takes a range with lowest and highest level the appropriate standard should be set 

at the price agreed upon by the purchasing manager and the appropriate level of company 
management. As those affected by the standards should participate in their establishment. 
Standards are more likely to be perceived as fair and accepted by employees who participate in the 
development process. 



[Establishing Direct Labor Standards 



The standard for direct labor depends on the type of work, the nature of the manufacturing process, the 
type of equipment that will be used, and the required skill level of the employee. 

The quantity standard for direct labor is determined by the industrial engineers, the production 
department, the labor union, the personnel department, and the management accountants, using the 
factors listed above. In setting the company’s standards for DL management should constantly revises 
standards to reflect learning curves. Time and motion studies are often used to determine standard 
costs. 

The price standard for direct labor, or the standard wage rate, is provided by the personnel department 
and is a function of the competitive labor market and any labor contracts that may exist. The standard 
wage rate varies according to the type of employees needed and the skill level required. 

Note: Learning curves are an established phenomenon. Workers learn a new task at a predictable rate 
and the resulting improvements in productivity should be factored into standard setting and variance 
analysis. ( gl) 
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Self Assessment Quiz 
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Examination Questions for Practice 



Studying for and passing the CMA Exams is a mission that requires dedication and hard 
work. 

4- Avoid studying CMA questions to learn the correct answers. Use questions to help 
you learn how to answer CMA questions under exam conditions. Expect the 
unexpected and be prepared to deal with the unexpected. 

4- Become an educated guesser when you encounter questions in doubt; you will 
outperform the inexperienced exam taker. 

4- FOCUS on why you selected the incorrect answer, NOT the correct answer. 

4- You want to learn from your mistakes during study so you avoid mistakes on the 
exam. 

Reasons for missing questions include: 

1) Misreading the requirement. 

2) Not understanding what is required 

3) Making a math error. 

4) Applying the wrong rule or concept 

5) Being distracted by one or more of the answers 

6) Incorrectly eliminating answers from consideration 

7) Not having any knowledge of the topic tested 

8) Employing bad intuition when guessing 

Never leave a multiple-choice question unanswered. Make your best educated guess in the 
time allowed. Remember that your score is based on the number of correct responses. You 
will not be penalized for guessing incorrectly. 

For each multiple-choice question, 

a. Try to ignore the answer choices. Do not allow the answer choices to affect your reading 
of the question. 

1) If four answer choices are presented, three of them are incorrect. These choices are 
called distractors for good reason. Often, distractors are written to appear correct at first 
glance until further analysis. 

2) In computational Items-the distractorsare carefully calculated such that they are the result 
of making common mistakes. Be careful, and double-check your computations if time 
permits. 
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Quick Check IMA Questions 



Kallert Manufacturing currently uses the company's budget only as a planning tool. 
Management has decided that it would be beneficial to also use budgets for control 
purposes. In order to implement this change, the management accountant must 

a) develop forecasting procedures 

b) synchronize the budgeting and accounting system with the organizational structure. 

c) organize a budget committee. 

d) appoint a budget director. 



The correct answer is: synchronize the budgeting and accounting system with the organizational 
structure. Control is the process of monitoring the actions of those responsible for executing the plan, 
measuring the actions against the plan, and making the necessary corrections to the actions and/or 
the plan. Synchronizing the budgeting and accounting system with the organizational structure would 
allow management to use budgets for control purposes. 



The major disadvantage of a top-down budgeting process is 

a) inconsistencies of goals with strategic plans. 

b) lack of buy-in by middle and lower-level management 

c) the introduction of budgetary slack. 

d) lack of involvement by upper-level management 



The correct answer is: lack of buy-in by middle and lower-level management. In a top-down 
approach, upper-level management creates the budget and communicates goals to managers at 
lower levels. Two advantages of this method are lack of budgetary slack and consistency of goals 
with strategic plans. One disadvantage is lack of buy-in from lower-level managers. 



The budgeting technique that is most likely to motivate managers is 

a) top-down budgeting. 

b) zero-base budgeting. 

c) bottom-up budgeting. 

d) incremental budgeting. 



The correct answer is: bottom-up budgeting. Motivation is enhanced by having lower-level managers 
involved in the budgeting process. Bottom-up, participative budgeting promotes such involvement. 



Which one of the following best describes the role of top management in the 
budgeting process? Top management 

a) needs to separate the budgeting process and the business planning process into two 
separate processes. 

b) should only be involved in the approval process. 

c) lacks the detailed knowledge of the daily operations and should limit their involvement. 

d) needs to be involved, including using the budget process to communicate goals. 



The correct answer is: needs to be involved, including using the budget process to communicate 
goals. Top management is ultimately responsible for the organization’s budget. To exercise this 
responsibility, top managements ensures that all level of management understand and support the 
budgeting process and its relationship to control and performance measurement. 
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Upper management has a morale problem with middle management. Many middle 
managers are getting poor performance appraisals, but these managers don't feel that 
they are to blame. Which of the following could best help this company out of their 
situation? 

a) Separate uncontrollable costs from controllable costs and judge managers only on the 
latter. 

b) Base the performance appraisals upon only variable costs. 

c) Separate product costs from period costs and judge managers only on the former. 

d) Replace managers who get poor performance appraisals. 



The correct answer is: Separate uncontrollable costs from controllable costs and judge managers 
only on the latter. Holding managers accountable for uncontrollable costs can be unmotivating. 
Controllable costs, on the other hand, are useful for performance evaluations and budgeting because 
managers perceive these as fair. Some fixed costs are controllable costs. 



A firm interested in implementing total quality management (TQM) should consider 
discontinuing the use of which of the following? 

a) Ideal standards 

b) Currently attainable standards 

c) Controllable/uncontrollable cost segregation 

d) Benchmarking 



The correct answer is: Currently attainable standards. A currently attainable standard discourages 
continuous improvement because the workers are not motivated to perform better than they currently 
are performing. Continuous improvement is a key element in TQM. 
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CMA Exam Retired Questions 



(1 ).1 . All of the following are advantages of the use of budgets in a management control system 
except that budgets 

a. force management planning. 

b. provide performance criteria. 

c. promote communication and coordination within the organization. 

d. limit unauthorized expenditures. 



(2). 3. All of the following are criticisms of the traditional budgeting process except that it 

a. makes across-the-board cuts when early budget iterations show that planned expenses are too high. 

b. incorporates non-financial measures as well as financial measures into its output. 

c. overemphasizes a fixed time horizon such as one year. 

d. is not used until the end of the budget period to evaluate performance. 



(3). 5. The following sequence of steps are employed by a company to develop its annual profit plan. 

*Planning guidelines are disseminated downward by top management after receiving input from all levels of 
management. 

* A sales budget is prepared by individual sales units reflecting the sales targets of the various segments. This 
provides the basis for departmental production budgets and other related components by the various operating 
units. Communication is primarily lateral with some upward communication possible. 

* A profit plan is submitted to top management for coordination and review. Top management's 
recommendations and revisions are acted upon by middle management. A revised profit plan is resubmitted for 
further review to top management. 

* Top management grants final approval and distributes the formal plan downward to the various operating 
units. 

This outline of steps best describes which one of the following approaches to budget development? 

a. Imposed budgeting by top management. 

b. Bottom-up approach. 

c. Top-down approach. 

d. Total justification of all activities by operating units. 



(4). 6. All of the following are advantages of top-down budgeting as opposed to participatory 
budgeting, except that it 

a. increases coordination of divisional objectives. 

b. reduces the time required for budgeting. 

c. may limit the acceptance of proposed goals and objectives. 

d. facilitates implementation of strategic plans. 



(5). 7. In developing the budget for the next year, which one of the following approaches would produce the 
greatest amount of positive motivation and goal congruence? 

a. Permit the divisional manager to develop the goal for the division that in the manager’s view will generate the 
greatest amount of profits. 

b. Have senior management develop the overall goals and permit the divisional manager to determine how 
these goals will be met. 

c. Have the divisional and senior management jointly develop goals and objectives while constructing the 
corporation’s overall plan of operation. 

d. Have the divisional and senior management jointly develop goals and the divisional manager develop the 
implementation plan. 



(6). 8. Which one of the following is not an advantage of a participatory budgeting process? 

a. Coordination between departments. 

b. Communication between departments. 

c. Enhance employee motivation. 

d. Control of uncertainties 
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(7) .1 0. Which one of the following statements concerning approaches for the budget development process is 

correct? 

a. The top-down approach to budgeting will not ensure adherence to strategic organizational goals. 

b. To prevent ambiguity, once departmental budgeted goals have been developed, they should remain fixed 
even if the sales forecast upon which they are based proves to be wrong in the middle of the fiscal year. 

c. With the information technology available, the role of budgets as an organizational communication device has 
declined. 

d. Since department managers have the most detailed knowledge about organizational operations, they should 
use this information as the building blocks of the operating budget 

(8) . 12. Helen Thomas, Amador Corporation’s vice president of planning, has seen and heard it all. She has told 
the corporate controller that she is “....very upset with the degree of slack that veteran managers use when 
preparing their budgets.” Thomas has considered implementing some of the following activities during the 
budgeting process. 

1. Develop the budgets by top management and issue them to lower-level operating units. 

2. Study the actual revenues and expenses of previous periods in detail. 

3. Have the budgets developed by operating units and accept them as submitted by a company-wide budget 
committee. 

4. Share the budgets with all employees as a means to reach company goals and objectives. 

5. Use an iterative budgeting process that has several “rounds” of changes initiated by operating units and/or 
senior managers. 

Which one of these activities should Amador implement in order to best remedy Thomas’s concerns, help 
eliminate the problems experienced by Amador, and motivate personnel? 

a. 1 only. 

b. 2 and 3. 

c. 2 and 4. 

d. 2, 4, and 5. 

(9) . 13. Budgeting problems where departmental managers are repeatedly achieving easy goals or failing to 
achieve demanding goals can be best minimized by establishing 

a. preventive controls. 

b. a policy that allows managers to build slack into the budget. 

c. participative budgeting where managers pursue objectives consistent with those set by top management. 

d. better communication whereby managers discuss budget matters daily with their superiors. 

(1 0) . 1 5. Which one of the following items would most likely cause the planning and budgeting 
system to fail? The lack of 

a. historical financial data. 

b. input from several levels of management. 

c. top management support. 

d. adherence to rigid budgets during the year. 

(1 1 ) . 1 6. All of the following are disadvantages of top-down budgeting as opposed to participatory 
budgeting, except that it 

a. may result in a budget that is not possible to achieve. 

b. may limit the acceptance of proposed goals and objectives. 

c. reduces the communication between employees and management. 

d. reduces the time required for budgeting. 

(1 2) . 17. Suboptimal decision making is not likely to occur when 

a. there is little congruence among the overall organization goals, the subunit goals, 
and the individual goals of decision makers. 

b. goals and standards of performance are set by the top-management. 

c. guidance is given to subunit managers about how standards and goals affect them. 

d. the subunits in the organization compete with each other for the same input factors or for the same 
customers. 
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(1 3) .1 8. All of the following statements concerning standard costs are correct except that 

a. time and motion studies are often used to determine standard costs. 

b. standard costs are usually set for one year. 

c. standard costs can be used in costing inventory accounts. 

d. standard costs are usually stated in total, while budgeted costs are usually stated 
on a per-unit basis. 

(14) . 19. One approach for developing standard costs incorporates communication, bargaining, and interaction 
among product line managers; the immediate supervisors for whom the standards are being developed; and the 
accountants and engineers before the standards are accepted by top management. This approach would best 
be characterized as a(n) 

a. imposed approach. 

b. centralized top-down approach. 

c. engineering approach. 

d. team development approach. 

(15) . 20. When compared with ideal standards, practical standards 

a. produce lower per-unit product costs. 

b. result in a less desirable basis for the development of budgets. 

c. incorporate very generous allowances for spoilage and worker inefficiencies. 

d. serve as a better motivating target for manufacturing personnel. 

(1 6) . 21 . Diana Stinson, Cherry Valley Inc.’s factory manager, had lost her patience. Six months ago, she had 
appointed a team from the production and service departments to finalize the allocation of costs and setting of 
standard costs. They were still feuding, and so she had hired Brennan and Rose, a large consulting firm, to 
resolve the matter. All of the following are potential consequences of having the standards set by Brennan 
and Rose except that 

a. Brennan and Rose may not fully understand Cherry Valley’s manufacturing process, resulting in suboptimal 
performance. 

b. employees could react negatively since they did not participate in setting the standards. 

c. there could be dissatisfaction if the standards contain costs which are not controllable by the unit held 
responsible. 

d. the standards may appear to lack management support. 

(1 7) . 22. Jura Corporation is developing standards for the next year. Currently XZ-26, one of the 
material components, is being purchased for $36.45 per unit. It is expected that the component’s cost will 
increase by approximately 10% next year and the price could range from $38.75 to $44.18 per unit depending 
on the quantity purchased. The appropriate standard for XZ-26 for next year should be set at the 

a. current actual cost plus the forecasted 10% price increase. 

b. lowest purchase price in the anticipated range to keep pressure on purchasing to 
always buy in the lowest price range. 

c. highest price in the anticipated range to insure that there are only favorable purchase price variances. 

d. price agreed upon by the purchasing manager and the appropriate level of company management. 



(1 8). 23. Which one of the following will allow a better use of standard costs and variance analysis to help 
improve managerial decision-making? 

a. Company A does not differentiate between variable and fixed overhead in calculating its overhead variances. 

b. Company B uses the prior year’s average actual cost as the current year’s standard. 

c. Company C investigates only negative variances. 

d. Company D constantly revises standards to reflect learning curves. 
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(1 9) . 24. After performing a thorough study of Michigan Company’s operations, an independent consultant 
determined that the firm’s labor standards were probably too tight. Which one of the following facts would be 
inconsistent with the consultant’s conclusion? 

a. A review of performance reports revealed the presence of many unfavorable efficiency variances. 

b. Michigan’s budgeting process was well-defined and based on a bottom-up philosophy. 

c. Management noted that minimal incentive bonuses have been paid in recent periods. 

d. Production supervisors found several significant fluctuations in manufacturing volume, with short-term 
increases on output being followed by rapid, sustained declines 

(20) . 25. All of the following are examples of benchmarking standards except 

a. the performance of the unit during the previous year. 

b. the best performance of the unit in comparable past periods. 

c. a comparison with a similar unit within the same company. 

d. the best performance of a competitor with a similar operation. 
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Content Specification Outlines 

Part 1 - Section B.5. 

5. Annual profit plan and supporting schedules 

a. Operational budgets 

b. Financial budgets 

c. Capital budgets 



Learning Outcome Statements 

Part 1 - Section B.5. Annual profit plan and supporting schedules 

The candidate should be able to: 

a. explain the role of the sales budget in the development of an annual profit plan 

b. identify the factors that should be considered when preparing a sales forecast 

c. identify the components of a sales budget and prepare a sales budget 

d. explain the relationship between the sales budget and the production budget 

e. identify the role that inventory levels play in the preparation of a production budget and define other 
factors that should be considered when preparing a production budget 

f. prepare a production budget 

g. demonstrate an understanding of the relationship between the direct materials budget, the direct 
labor budget, and the production budget 

h. explain how inventory levels and procurement policies affect the direct materials budget 

i. prepare direct materials and direct labor budgets based on relevant information and evaluate the 
feasibility of achieving production goals on the basis of these budgets 

j . demonstrate an understanding of the relationship between the overhead budget and the production 
budget 

k. separate costs into their fixed and variable components 

l. prepare an overhead budget 

m. identify the components of the cost of goods sold budget and prepare a cost of goods sold budget 

n. demonstrate an understanding of contribution margin per unit and total contribution margin, 
identify the appropriate use of these concepts, and calculate both unit and total contribution margin 

o. identify the components of the selling and administrative expense budget 

p. explain how specific components of the selling and administrative expense budget may affect the 
contribution margin 

q. prepare an operational (operating) budget 

r. prepare a capital expenditure budget 

s. demonstrate an understanding of the relationship between the capital expenditure budget, the cash 
budget, and the pro forma financial statements 

t. define the purposes of the cash budget and describe the relationship between the cash budget and all 
other budgets 

u. demonstrate an understanding of the relationship between credit policies and purchasing (payables) 
policies and the cash budget 

v. prepare a cash budget 
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The Annual/Master Budget or Profit Plan 

The development of an annual profit plan for a large corporation may take many months to complete 
because the annual profit plan is made up of several different budgets, and some budgets cannot be 
developed until other budgets have already been completed. (hk> 

The preparation of a complete organizational budget usually takes several months. A firm with a 
calendar year-end may start the budget process in September, anticipating its completion by the first of 
December. 

The budget planning calendar is the schedule of activities for the development and adoption of the 
budget. It includes a list of dates indicating when specific information is to be provided to others by 
each information source. Because all of the individual departmental budgets are based on forecasts 
prepared by others and the budgets of other departments, it is essential to have a planning calendar to 
integrate the entire process 

The Master Budget 

The master budget is the culmination and the goal of the budgeting process. The master budget is also 
called the comprehensive budget. The master budget is a summarized set of budgeted financial 
statements, including the budgeted balance sheet, budgeted income statement, and budgeted statement 
of cash flows, (hk) 

The master budget is the document an organization relies on as it carries out its strategic plan to meet 
its goals. The master budget for the period is prepared following the budget guidelines; this is the 
organization's operating plan and budget. 

The master budget is prepared for just one planned activity level, and the activity level is whatever is 
projected before the period begins. <hk) 

The master budget is created using both non-financial and financial assumptions, which come about 
as a result of the planning process. For instance, companies develop budgets for the number of units of 
each product that they expect to manufacture and sell, the number of employees they will need, and so 
forth. The master budget is a result of both operating decisions and financing decisions. Operating 
decisions are concerned with the best use of the company’s limited resources. Financing decisions are 
concerned with obtaining the funds to acquire the resources the company needs. 

Operating budgets are used to identify the resources that will be needed to carry out the planned 
activities during the budget period, such as sales, services, production, purchasing, marketing, and 
R&D (research and development). The operating budgets for individual units are compiled into the 
budgeted income statement. ( hk> 

Financial budgets identify the sources and uses of funds for the budgeted operations. Financial 
budgets include the cash budget, budgeted statement of cash flows, budgeted balance sheet, and 
the capital expenditures budget. - hk, 

Development of the Master Budget 

The master budget consists of two classifications: the operating budget and the financial budget. 
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The Operating Budget 

The operating budget is the budgeted income statement and all the individual budgets that feed into 
it. We will take a look here at the individual budgets and what each is prepared for, as well as the 
order in which they are prepared.(HK) 

Steps in Preparing an Operating Budget 

The best way to explain how to prepare an operating budget is by walking through the steps a 
company would take to do so. Most companies have a budget manual that contains a company’s 
particular instructions and relevant information for preparing its budgets. Everyone involved in 
preparing the budget at all levels must be educated on the detailed procedures for preparing and 
submitting their part of the overall budget. Because of the number of component departments, budgets 
must be prepared in a standard format. Distribution instructions are vital because of the 
interdependencies of a, master budget. One department's budget may be dependent on another's, and 
functional areas must be aggregated from their constituent department budgets. The distribution 
instructions coordinate these interdependencies. 

Although the details differ among companies, the following basic steps are common for developing 
the operating budget for a manufacturing company. Beginning with the revenues budget, each of the 
other budgets follows step-by-step in logical fashion. 

Note: For the Exam, you may need to know the order in which the different budgets are prepared. 

Some of the questions may be based on the order of preparation. As you will see below, it is critical to 
produce the sales budget first so that the company knows how many units will need to be produced or 
purchased. 

We next present the steps in preparing an operating budget for Stylistic Furniture for Aug/2012. 
Stylistic sells one model of granite-top coffee tables Deluxe. Revenue unrelated to sales, such as 
interest income, is zero. 

Work-in-process inventory is negligible and is ignored. 

Direct materials inventory and finished goods inventory are costed using the first-in, first-out (FIFO) 
method. Unit costs of direct materials purchased and unit costs of finished goods sold remain 
unchanged throughout each budget year but can change from year to year. 

There are one type of direct materials: red oak (RO). Direct material costs are variable with respect to 
units of output — coffee tables. 

Direct manufacturing labor workers are hired on an hourly basis; no overtime is worked. 

Direct manufacturing labor-hours is the cost driver for the variable portion of manufacturing 
operations overhead. The fixed component of manufacturing operations overhead is divided to the 
manufacturing capacity planned for 2012. 

For computing inventoriable costs, Stylistic allocates all (variable and fixed) manufacturing operations 
overhead costs using direct manufacturing labor-hours and the fixed component of manufacturing 
operations overhead is divided to the manufacturing capacity. 

Nonmanufacturing costs consist of product design, marketing, and distribution costs. 

All product design costs are fixed costs for 2012. The variable component of marketing costs equals 
the 14% sales commission on revenues paid to salespeople. 

The following data are available for the 2012 budget: 

Direct materials Two pounds of direct materials (Red Oak) are budgeted per unit at a cost of $2.00 
per pound, $4.00 per unit, (same as in 2011) 

Three direct labor-hours are budgeted per unit at $7.00 per hour, $21.00 per unit 
Variable overhead is budgeted at $8.00 per direct labor- hour, $24.00 per unit. 

Fixed overhead is budgeted at $5,400 per month. 

Variable nonmanufacturing costs are expected to be $0.14 per revenue dollar. 

Fixed nonmanufacturing costs are $7,800 per year. 
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Step 1: Prepare the Sales/Revenues Budget. 

A revenues budget, calculated in Schedule 1, is the usual starting point for the operating budget. 

That’s because the production level and the inventory level — and therefore manufacturing costs — as 
well as nonmanufacturing costs, generally depend on the forecasted level of unit sales or revenues. < h> 

The first operating budget to be prepared is always the sales budget: 

Manufacturing and service firms attain their desired goals through sales. Almost all activities of the 
firm emanate from efforts to attain sales goals and sales growth. For this reason, a sales budget often 
is regarded as the cornerstone of the entire master budget and in addition the production budget 
and all the other budgets for the company are derived from the sales budget. (hk> 

• If sales are expected to be low, the company does not need as much inventory or as many 
sales people, and so on. On the other hand, if sales are expected to be high, more of each 
of these resources will be required. 

The sales budget has three components: 

• forecasted sales volume, 

• forecasted sales mix, and 

• budgeted selling prices. ( b) 

The starting point in preparing a sales budget is the sales forecast. An inaccurate sales forecast 
can render the entire budget a futile exercise and, when inaccurate, can impose costly expenses to the 
firm as well as to its suppliers. ( b> Additionally, the sales budget needs to be based on realistic estimates 
of sales, since this budget will be the driver behind all of the remaining budgets. If the sales budget is 
too optimistic, production will be too high, inventory will be too high, and problems such as cash 
shortfall will result. If the sales budget is too low, production and inventory will be too low, and sales 
will be lost because of a lack of product to scII.-hk, 

Sales forecasting by its nature is, in part, subjective. To reduce subjectivity in forecasts, many firms 
generate more than one independent sales forecast before preparing the sales budget for the period. 

The following factors should be considered in sales forecasting: 

• Current sales levels and sales trends of the past few years. 

• General economic and industry conditions. 

• Market research studies 

• Competitors’ actions and operating plans. 

• Pricing policies. 

• Credit policies. 

• Advertising and promotional activities. 

• Competition, and regulatory policies 

• Unfilled back orders. 



The sales budget will need to incorporate information about sales revenues expected from any capital 
projects that are expected to begin generating sales during the coming year. 



The sales budget is probably the 
most difficult to produce because it 
relies entirely on information and 
estimations that are outside of the 
direct control of the company. The 
company has no direct control over 
the economy as a whole or over 
competitors and technological 
advances that may make the 
company’s product obsolete. <hk) 
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Schedule 1: Revenues Budget 
For the Year Ending December 31, 2012 



Units 

1,100 



Selling Price 
$240 



Total Revenues 
$264,000 



The revenues budget is often the result of elaborate information gathering and discussions among sales 
managers and sales representatives who have a detailed understanding of customer needs, market 
potential, and competitors’ products. The usual starting point for Step 1 is to base revenues on 
expected demand. Occasionally, a factor other than demand limits budgeted revenues. For example, 
when demand is greater than available production capacity or a manufacturing input is in short 
supply, the revenues budget would be based on the maximum units that could be produced. Why? 
Because sales would be limited by the amount produced. <h> or find alternatives to satisfy the demand. 
If the available capacity exceeds the budgeted production level, the budget allows management 
ample time to find alternative uses of the idle capacity or to schedule other activities such as 
preventive maintenance and trial runs of new production processes. This ability to coordinate sales 
needs and production activities is another benefit of having a budget that allows firms to identify 
mismatches between capacity and output. 



Now we have the inputs necessary to the formulation of the production budget 



Manufacturing Budgets 

Step 2: Prepare the Production Budget (in Units). 

After revenues are budgeted, the manufacturing manager prepares the production budget, which is 
calculated in Schedule 2. The total finished goods units to be produced depend on budgeted unit sales 
and expected changes in units of inventory levels: 



Budget 

production 

(units) 



Budget 

sales 

(units) 



Target ending 
finished 
goods 
inventory 
(units) 



Beginning 

finished 

goods 

inventory 

(units) 



Schedule 2: Production Budget (in Units) 

For the Year Ending December 31, 2012 
Budgeted unit sales (Schedule 1) 1,100 

Add target ending finished goods inventory 80 

Total required units 1,180 

Deduct beginning finished goods inventory 100 

Units of finished goods to be produced 1,080 

Maintaining a constant production level enables the firm to keep a constant employment level. 
However, manufacturing excess units during slow periods builds up inventory that is costly to hold. 
The new manufacturing environment and increasing use of just-in-time (JIT) production-scheduling 
methods have led many companies to adjust production activity to changes in anticipated sales volume 
(and mix). JIT requires a more flexible workforce with broader skills to move the employee to the 
work center needed for immediate production. As well, JIT involves deploying relatively more 
temporary and contract laborers to match labor supply with the short-term demand for products and 
services. <B) 
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Step 3: Prepare the Direct Material Usage Budget and Direct Material Purchases Budget. 

The number of units to be produced, calculated in Schedule 2, is the key to computing the usage of 
direct materials in quantities and in dollars. The direct material quantities used depend on the 
efficiency with which materials are consumed to produce a table. In determining budgets, managers 
are constantly anticipating ways to make process improvements that increase quality and reduce waste, 
thereby reducing direct material usage and costs. 

Like many companies, Stylistic has a bill of materials, stored and updated in its computer systems. 
This document identifies how each product is manufactured, specifying all materials (and 
components), the sequence in which the materials are used, the quantity of materials in each finished 
unit, and the work centers where the operations are performed. For example, the bill of materials 
would indicate that 2 board feet of red oak are needed to produce each Deluxe coffee table, This 
information is then used to calculate the amounts in Schedule 3A. 



Schedule 3A: Direct Material Usage Budget in Quantity and Dollars 
For the Year Ending December 31, 2012 
Material 
Red Oak 

Physical Units Budget 

Direct materials required for Deluxe tables 2,160 
(1,080 units * 2b.f.) 

Total quantity of direct materials to be used 2,160 

Cost Budget 

Direct materials to be used this period 

(2,160 b.f* $2) $4,320 



The purchasing manager prepares the budget for direct material purchases, calculated in Schedule 3B, 
based on the budgeted direct materials to be used, the beginning inventory of direct materials, and the 
target ending inventory of direct materials: 



Purchases 
of direct 
materials 



Direct 
materials 
used in 
production 



Target ending 
inventory 
of direct 
materials 



Beginning 
inventory 
of direct 
materials 



Desired ending inventory equals 15% of the materials required to produce next month’s sales. 
September sales are forecasted to be 1,600 units. What is the ending inventory in August? 480 pounds 
September sales: 1,600 x 2 pounds per unit = 3,200 pounds, 3,200 x 15% = 480 pounds (the desired 
ending inventory), What is the beginning inventory in August? 1,100 units x 2 x 15% = 330 pounds. 
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Schedule 3B: Direct Material Purchases Budget 
For the Year Ending December 31, 2012 



Material 
Red Oak 

Physical Units Budget 

To be used in production (from Schedule 3 A) 2,160 

Add target ending inventory 480 

Total requirements 2,640 

Deduct beginning inventory 330 

Purchases to be made 2,310 

Cost Budget 

Red Oak: Unit purchase price $ 2.00 

Purchases $4,620 



Step 4: Prepare the Direct Manufacturing Labor Costs Budget. 

In this step, manufacturing managers use labor standards, the time allowed per unit of output, to 
calculate the direct manufacturing labor costs budget in Schedule 4. These costs depend on wage rates, 
production methods, process and efficiency improvements, and hiring plans. 

Each unit requires 3 direct labor-hours at $7.00 per hour. 

Schedule 4: Direct Manufacturing Labor Costs Budget 
For the Year Ending December 31, 2012 

Output Units Produced Direct Manufacturing Hourly 

(Schedule 2) Labor-Hours per Unit Total Hours Wage Rate Total 

Deluxe 1,080 3 3,240 $7 $22,680 

Total 3,240 $22,680 

Step 5: Prepare the Manufacturing Overhead Costs Budget. As we described earlier, direct 
manufacturing labor-hours is the cost driver for the variable portion of manufacturing operations 
overhead and the fixed portion divided by the number of unites produced. 

For the 3,240 direct manufacturing labor-hours, Stylistic’s manufacturing managers estimate various 
hne items of overhead costs that constitute manufacturing operations overhead (that is, all costs for 
which direct manufacturing labor-hours is the cost driver). Managers identify opportunities for process 
improvements and determine budgeted manufacturing operations overhead costs in the operating 
department. They also determine the resources that they will need from the two support departments — 
kilowatt hours of energy from the power department and hours of maintenance service from the 
maintenance department. The support department managers, in turn, plan the costs of personnel and 
supplies that they will need in order to provide the operating department with the support services it 
requires. The costs of the support departments are then allocated (first-stage cost allocation) as part of 
manufacturing operations overhead. 

Section D.3.describes how the allocation of support department costs to operating departments is done 
when support departments provide services to each other and to operating departments. The upper half 
of Schedule 5 shows the various line items of costs that constitute manufacturing operations overhead 
costs — that is, all overhead costs that are caused by the 3,240 direct manufacturing labor-hours (the 
cost driver). 
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The factory overhead budget includes all production costs other than direct materials and direct labor. 
The manufacturing overhead budget reflects the nature of overhead as a mixed cost, i.e., one that has a 
variable component and a fixed component. The total of these costs depends on how individual 
overhead costs vary with respect to the cost driver. 

Unlike direct materials and direct labor, which tend to vary in direct proportion with the number of 
units manufactured, manufacturing overhead costs include costs that do not vary in direct proportion 
with the units manufactured but with the facilities the firm has and the way the production is 
performed. 

1. Variable overhead contains those elements that vary with the level of production. 

• Indirect materials 

• Some indirect labor 

• Variable factory operating costs (e.g., electricity) 

2. Fixed overhead contains those elements that remain the same regardless of the level of production. 

• Real estate taxes 

• Insurance 

• factory depreciation expenses and 

• Salaries of production supervisors. 

3. Other costs of facilities and costs that vary with the batch size and number of setups in production. 

Classification in practice 

Many firms separate the factory overhead budget into variable and fixed overhead items. All factory 
overhead costs other than those that vary in direct proportion to the units manufactured are treated as 
fixed costs. Such practices are justified because nonvariable factory overhead costs usually remain the 
same within a given range of production activities. 

Data needed to prepare Overhead budget 
Budgeting for factory overhead costs requires: 

• forecasting the number of units to be produced, 

• determining the way in which production is to be performed, and 

• Incorporating factors that affect factory overhead. 

Variable overhead is budgeted at $8.00per direct labor-hour. 

Fixed overhead is budgeted at $5,400 per month. 

Schedule 5: Manufacturing Overhead Costs Budget 
Manufacturing Operations Overhead Costs 

Variable Overhead: 

(3,240 x $8.00) $25,920 

Fixed Overhead 5,400 

Total $31,320 

Step 6: Prepare the Ending Inventories Budget. The management accountant prepares the ending 
inventories budget, calculated in Schedules 6 A and 6B. In accordance with generally accepted 
accounting principles, Stylistic treats both variable and fixed manufacturing overhead as inventoriable 
(product) costs. Stylistic is budgeted to operate at capacity. Manufacturing operations overhead costs 
are allocated to finished goods inventory at the budgeted variable rate of $8 per direct manufacturing 
labor-hour (total budgeted manufacturing operations overhead, $25,920 -r 3,240 budgeted direct 
manufacturing labor-hours). 
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Schedule 6A: Unit Costs of Ending Finished Goods Inventory 

December 31, 2012 



Cost per finished unit: 

Materials 


$ 4 


Labor 


21 


Variable manufacturing overhead 


24 


Fixed manufacturing overhead 


5 


Total 


$54 


*$5,400 -r 1,080 = $5 





Schedule 6B: Ending Inventories Budget 
December 31, 2012 

Quantity Cost per Unit 



Direct materials 
Red Oak 
Finished goods 
Total ending inventory 



480 

80 



$2 

$54 



Total 

$960 

$4,320 

$5,280 



What is the cost of the target ending inventory for materials? 
480 x $2 = $960 

What is the cost of the target finished goods inventory? 

80 x $54 = $4,320 



Step 7: Prepare the Cost of Goods Sold Budget. The manufacturing and purchase managers, together 
with the management accountant, use information from Schedules 3 through 6 to prepare Schedule 7. 



Schedule 7: Cost of Goods Sold Budget 
For the Year Ending December 31, 2012 

From Schedule 



Beginning finished goods inventory, January 1, 2012 

Direct materials used 

Direct manufacturing labor 

Manufacturing overhead 

Cost of goods manufactured 

Cost of goods available for sale 

Deduct ending finished goods inventory, December 31, 2012 

Cost of goods sold 



Given* 
3A 

4 

5 



$4,320 

22,680 

31,320 



6B 



Total 

5,400 



$58,320 

$63,720 

$4,320 

$59.400 



Step 8: Prepare the Nonmanufacturing Costs Budget (Selling and General Administrative Expense 
Budget). Schedules 2 through 7 cover budgeting for Stylistic’s production function of the value chain. 
For brevity, other parts of the value chain — product design, marketing, and distribution — are 
combined into a single schedule. Just as in the case of manufacturing costs, managers in other 
functions of the value chain build in process and efficiency improvements and prepare 
nonmanufacturing cost budgets on the basis of the quantities of cost drivers planned for 2012. 

Product design costs are fixed costs, determined on the basis of the product design work anticipated 
for 2012 ($1,560). The variable component of budgeted marketing costs is the commissions paid to 
sales people equal to 14% of revenues. The fixed component of budgeted marketing costs equal to 
$6,240 is tied to the marketing capacity for 2012. 
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Schedule 8: Nonmanufacturing Costs Budget (S,G&A) 

Business Function Variable Costs Fixed Costs Total Costs 

Product design $1,560 1,560 

Marketing (Variable cost: $264,000 * 0.14) $36,960 6,240 43,200 

$36.960 7.800 44.760 



Many selling and general administrative expenditures are the result of sales and marketing activities 
and programs. Firms are known to reduce or eliminate selling and administrative expenses to increase 
operating income for the period. For example, in an attempt to increase operating income and to show 
good control of operating expenses, the manager of a retail business proposes to decrease customer 
service expenditures by $15 million from $20 million to $5 million. Although reduced customer 
services are likely to lead to decreases in sales, the budgeted total saving in expenditures exceeds the 
budgeted decrease in earnings for the year and the firm expects its budgeted operating income for the 
year to increase by $11 million as a result. Decreases in customer services, however, will likely have 
negative effects on the firm’s reputation as well as its future sales. ( b> 

In large organizations, this budget would be a compilation of many smaller, individual budgets 
submitted by department heads and other persons responsible for selling and administrative expenses. 
For example, the marketing manager would submit a budget detailing the advertising expenses for 
each budget period. ( o 

Note: Each of the individual budgets prepared for expenses should be broken down into variable and 
fixed costs. This breakdown is significant because fixed costs cannot be changed. The breakdown is 
necessary in order to develop a flexible budget as well, since in a flexible budget variable items are 
adjusted to their equivalent values using actual activity while fixed items are unchanged. Also, the 
budgeted variable costs (particularly for overhead and selling and administration) are needed to 
determine the budgeted contribution margin from each business unit. The contribution margin is total 
revenue minus variable expenses. ano 

The nonmanufacturing budgets need to be developed in enough detail to be useful. The assumptions 
underlying the amounts in them should be documented for reference. When the first drafts of the 
budgets are revised, those documented assumptions will be needed in order to determine where 
changes can be made. For example, the budgeted employees and their salaries underlying the budgeted 
salaries and wages amount should be documented. If it is necessary to revise and cut budgeted salaries 
and wages, it will be much easier to make that revision if detail is available about the salaries and 
wages used to develop the first draft of the budget. <Hk) 

After the operating budget is completed, the company can evaluate the expected profit for the 
upcoming period. This evaluation may be done using earnings per share, an industry average, or a 
price-earnings ratio. In addition, the budgeted net income becomes a part of the budgeted balance 
sheet through its effect on retained earnings in the equity section, a® 

Step 9: Prepare the Budgeted Income Statement. The CEO and managers of various business 
functions, with help from the management accountant, use information in Schedules 1, 7, and 8 to 
finali z e the budgeted income statement, shown in Exhibit 6-3. The style used in Exhibit 6-3 is typical, 
but more details could be included in the income statement; the more details that are put in the income 
statement, the fewer supporting schedules that are needed for the income statement. 

Budgeting is a cross-functional activity. Top management’s strategies for achieving revenue and 
operating income goals influence the costs planned for the different business functions of the value 
chain. For example, a budgeted increase in sales based on spending more for marketing must be 
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ensure that there is an adequate supply of tables and with higher distribution costs to ensure timely 
delivery of tables to customers. 



Budgeted Income Statement for Stylistic Furniture 



Sales revenues 
Less cost of goods sold 
Gross margin 
Operating costs 

Product design 
Marketing costs 

Operating income 



Schedule 1 
Schedule 7 



Schedule 8 
Schedule 8 



1,560 

43,200 



$264,000 

59,400 

$204,600 



44,760 

$159.840 



100% 

22% 

78% 



17% 

61% 



Financial Budgets 

Cash Budget 

Cash Budget a table showing cash flows (receipts, disbursements, and cash balances) for a firm over a 
specified period. 

The budget preparation process normally begins with the sales budget and continues through the preparation of 
pro forma financial statements. The last schedule prepared before the financial statements is the cash budget. 
The cash budget is the most important part of a company's budget program. The cash budget is a schedule of 
estimated cash collections and payments. The various operating budgets and the capital budget are inputs to 
the cash budgeting process. A cash budget may be prepared monthly or even weekly to facilitate cash planning 
and control. A cash budget is an example of a feedforward control because it anticipates cash needs and allows 
for the provision of resources to meet those needs. 

Major sections in the cash budget 

A cash budget generally includes three major sections: 

1 . Cash available 

2. Cash disbursements 

3. Financing 

• The cash budget is a primary tool of short-run financial planning. 

It allows the financial manager to identify short-term financial needs (and opportunities). 

It will tell the manager the required borrowing for the short term. 

It is the way of identifying the cash-flow gap on the cashflow time line. 

- The idea of the cash budget is simple: It records estimates of cash receipts and disbursements. 

• We illustrate cash budgeting with the following example of Fun Toys. 



All of Fun Toys' cash inflows come from the sale of toys. Cash budgeting for Fun Toys starts with a 
sales forecast for the next year, by quarter: 

First Second Third Fourth 

Quarter Quarter Quarter Quarter 



Sales ($ millions) $100 



$200 



$150 



$100 



Fun Toys 'fiscal year starts on July 1 . Fun Toys’ sales are seasonal and are usually very high in the 
second quarter, due to Christmastime sales. 
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• But Fun Toys sells to department stores on credit, and sales do not generate cash immediately Instead, 
cash comes later from collections on accounts receivable. Fun Toys has a 90-day collection period ,and 
100 percent of sales are collected the following quarter. 

In other words, Collections = Last quarter’s sales 

- This relationship implies that 

- Accounts receivable at end of last quarter=Last quarter's sales 

equation (27.5) 



• We assume that sales in the fourth quarter of the previous fiscal year were $1 00 million. From equation 
(27.5), we know that accounts receivable at the end of the fourth quarter of the previous fiscal year 
were $1 00 million and collections in the first quarter of the current fiscal year are $1 00 million. 

• The first quarter sales of the current fiscal year of $1 00 million are added to the accounts receivable, 
but $100 million of collections are subtracted. Therefore, Fun Toys ended the first quarter with accounts 
receivable of $100 million. The basic relation is 

• End A/R= Starting A/R + Sales - Collection 



• Table 27.3 shows cash collections for Fun Toys for the next four quarters. Though collections are the 
only source of cash here, this need not always be the case. Other sources of cash could include sales 
of assets, investment income, and long-term financing. 

I TABLE 27.3 Sources of Cash (in millions) 





First 

Quarter 


Second 

Quarter 


Third 

Quarter 


Fourth 

Quarter 


Sales 


$100 


$200 


$150 


$100 


Cash collections 


100 


100 


200 


150 


Starting receivables 


100 


100 


200 


150 


Ending receivables 


100 


200 


150 


100 



• Next, we consider the cash disbursements. They can be put into four basic categories, as shown in 
Table 27.4. 

• Payments of Accounts Payable. 

These are payments for goods or services, such as raw materials. 

- These payments will generally be made after purchases. Purchases will depend on the sales 
forecast. In the case of Fun Toys, assume that 

• Payments = Last quarter’s purchases 

• Purchases = 1/2 next quarter’s sales forecast 



• Wages, Taxes, and Other Expenses. 

- This category includes all other normal costs of doing business that require actual 
expenditures. Depreciation, for example, is often thought of as a normal cost of business, but it 
requires no cash outflow. 

• Capital Expenditures. 

- These are payments of cash for long-lived assets. Fun Toys plans a major capital expenditure 
in the fourth quarter. 

• Long-Term Financing. 

- This category includes interest and principal payments on longterm outstanding debt and 
dividend payments to shareholders. 
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Cash Outflow 



I TABLE 27.4 Disbursement of Cash (in millions) 





First 

Quarter 


Second 

Quarter 


Third 

Quarter 


Fourth 

Quarter 


Sales 


$100 


$200 


$150 


$100 


Purchases 


100 


75 


50 


50 


Uses of cash 

Payments of accounts payable 


50 


100 


75 


50 


Wages, taxes, and other expenses 


20 


40 


30 


20 


Capital expenditures 


0 


0 


0 


100 


Long-term financing expenses: interest 
and dividends 


10 


10 


10 


10 


Total uses of cash 


$ 80 


$150 


$115 


$180 



The total forecasted outflow appears in the last line of Table 27.4. 

The Cash Balance 

• The net cash balance appears in Table 27.5, and a large net cash outflow is forecast in the 
second quarter. This large outflow is not caused by an inability to earn a profit. Rather, it 
results from delayed collections on sales. This results in a cumulative cash shortfall of $30 
million in the second quarter. 

I TABLE 2 7.5 The Cash Balance (in millions) 





First 

Quarter 


Second 

Quarter 


Third 

Quarter 


Fourth 

Quarter 


Total cash receipts 


$100 


$100 


$200 


$150 


Total cash disbursements 


80 


150 


115 


180 


Net cash flow 


20 


(50) 


85 


(30) 


Cumulative excess cash balance 


20 


(30) 


55 


25 


Minimum cash balance 
Cumulative finance surplus (deficit) 


5 


5 


5 


5 


requirement 


15 


(35) 


50 


20 



Short-Term Financing Problem 

• Fun Toys had established a minimum operating cash balance equal to $5 million to facilitate 
transactions, protect against unexpected contingencies, and maintain compensating balances at 
its commercial banks. This means that it has a cash shortfall in the second quarter equal to $35 
million. 

• Fun Toys has a short-term financing problem. 

- It cannot meet the forecasted cash outflows in the second quarter from internal sources. 

Its financing options include: 

• (1) unsecured bank borrowing, 

• (2) secured borrowing, and 

• (3) other sources. 
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Self Assessment Quiz 
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CMA Exam Retired Questions 



(1)47. CSO: lA4a LOS: lA4c 

Netco’s sales budget for the coming year is as follows. 



Item 


Volume in Units 


Sales Price 


Sales Revenue 


1 


200,000 


$50 


$10,000,000 


2 


150,000 


10 


1,500,000 


3 


300,000 


30 


9,000,000 




Total sales revenue 




$20,500,000 



Items 1 and 3 are different models of the same product. Item 2 is a complement to Item 1. Past 
experience indicates that the sales volume of Item 2 relative to the sales volume of Item 1 is fairly 
constant. Netco is considering an 10% price increase for the coming year for Item 1, which will cause 
sales of Item 1 to decline by 20%, while simultaneously causing sales of Item 3 to increase by 5%. If 
Netco institutes the price increase for Item 1, total sales revenue will decrease by 

a. $1,050,000. 

b. $850,000. 

c. $750,000. 

d. $550,000. 

(2) 48. CSO: lA4a LOS: lA4i 

Hannon Retailing Company prices its products by adding 30% to its cost. Hannon anticipates sales of 
$715,000 in July, $728,000 in August, and $624,000 in September. Hannon’s policy is to have on 
hand enough inventory at the end of the month to cover 25% of the next month’s sales. What will be 
the cost of the inventory that Hannon should budget for purchase in August? 

a. $509,600. 

b. $540,000. 

c. $560,000. 

d. $680,000. 

(3) 49. CSO: lA4a LOS: lA4f 

Streeter Company produces plastic microwave turntables. Sales for the next year are expected to be 
65,000 units in the first quarter, 72,000 units in the second quarter, 84,000 units in the third quarter, 
and 66,000 units in the fourth quarter. Streeter maintains a finished goods inventory at the end of each 
quarter equal to one half of the units expected to be sold in the next quarter. How many units should 
Streeter produce in the second quarter? 

a. 72,000 units. 

b. 75,000 units. 

c. 78,000 units. 

d. 84,000 units. 



(4)53. CSO: lA4a LOS: lA4f 

Data regarding Rombus Company's budget are shown below. 
Planned sales 4,000 units 

Material cost $2.50 per pound 

Direct labor 3 hours per unit 

Direct labor rate $7 per hour 

Finished goods beginning inventory 900 units 
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Finished goods ending inventory 600 units 

Direct materials beginning inventory 4,300 units 

Direct materials ending inventory 4,500 units 

Materials used per unit 6 pounds 

Rombus Company's production budget will show total units to be produced of 

a. 3,700. 

b. 4,000. 

c. 4,300. 

d. 4,600. 

(5)61. CSO: lA4a LOS: lA4g 

In preparing the direct material purchases budget for next quarter, the plant controller has the 
following information available. 



Budgeted unit sales 2,000 

Pounds of materials per unit 4 

Cost of materials per pound $3 

Pounds of materials on hand 400 

Finished units on hand 250 

Target ending units inventory 325 



Target ending inventory of pounds of materials 800 

How many pounds of materials must be purchased? 

a. 2,475. 

b. 7,900. 

c. 8,700. 

d. 9,300. 

(6) 62. CSO: 1A4ci LOS: lA4g 

Playtime Toys estimates that it will sell 200,000 dolls during the coming year. The beginning 
inventory is 12,000 dolls; the target ending inventory is 15,000 dolls. Each doll requires two shoes 
which are purchased from an outside supplier. The beginning inventory of shoes is 20,000; the target 
ending inventory is 18,000 shoes. The number of shoes that should be purchased during the year is 

a. 396,000 shoes. 

b. 398,000 shoes. 

c. 402,000 shoes. 

d. 404,000 shoes. 

(7) 63. CSO: lA4a LOS: lA4g 

Maker Distributors has a policy of maintaining inventory at 15% of the next month’s forecasted sales. 
The cost of Maker’s merchandise averages 60% of the selling price. The inventory balance as of May 
31 is $63,000, and the forecasted dollar sales for the last seven months of the year are as follows. 



June 


$700,000 


July 


600,000 


August 


650,000 


September 


800,000 


October 


850,000 


November 


900,000 


December 


840,000 
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What is the budgeted dollar amount of Maker’s purchases for July? 

a. $355,500. 

b. $360,000. 

c. $364,500. 

d. $399,000. 

(8) 78. CSO: lA4b LOS: lA4x 

Prudent Corporation’s budget for the upcoming accounting period reveals total sales of $700,000 in 
April and $750,000 in May. The sales cash collection pattern is 20% of each month’s sales are cash 
sales. 

5% of a month’s credit sales are uncollectible. 

70% of a month’s credit sales are collected in the month of sale. 

25% of a month’s credit sales are collected in the month following the sale. 

If Prudent anticipates the cash sale of a piece of old equipment in May for $25,000, May’s total 
budgeted cash receipts would be 

a. $560,000. 

b. $702,500. 

c. $735,000. 

d. $737,500 

(9) 81. CSO: lA4b LOS: lA4x 

Health Foods Inc. has decided to start a cash budgeting program to improve overall cash management. 
Information gathered from the past year reveals the following cash collection trends. 

40% of sales are on credit 
50% of credit sales are collected in month of sale 
30% of credit sales are collected first month after sale 
15% of credit sales are collected second month after sale 
5% of credit sales result in bad debts 

Gross sales for the last five months were as follows. 



January 


$220,000 


February 


240,000 


March 


250,000 


April 


230,000 


May 


260,000 



Sales for June are projected to be $255,000. Based on this information, the expected cash receipts for 
March would be 

a. $230,000. 

b. $237,400. 

c. $242,000. 

d. $243,200 

(10)83. CSO: lA4b LOS: lA4x 

Data regarding Johnsen Inc.’s forecasted dollar sales for the last seven months of the year and 
Johnsen’s projected collection patterns are as follows. 
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Forecasted sales 



July 

August 



June 



$700,000 

600,000 

650,000 



September 800,000 

October 850,000 

November 900,000 

December 840,000 

Types of sales 
Cash sales 30% 

Credit sales 70% 

Collection pattern on credit sales (5% determined to be uncollectible) 

During the month of sale 20% 

During the first month following the sale 50% 

During the second month following the sale 25% 

Johnsen’s budgeted cash receipts from sales and collections on account for September are 

a. $635,000. 

b. $684,500. 

c. $807,000. 

d. $827,000. 
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Answers CMA Exam Retired Questions 



47. A 

48. B 

49. C 
53. A 

61. C 

62. D 

63. C 
78. C 
81. C 
83. B 
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UB^BUMBB jTop-leyel Planning and Analysis] 
|Pro Forma Financial 
[Definition & Methods of 



The term pro forma is used to refer to a forecasted/projected financial statement prepared for a 
specific purpose (for example, to do “ what if' analysis in the process of planning). 

i.e. Financial statements containing projected amounts that are expected if a particular course 
of action is followed. 

A company might prepare many different sets of pro forma financial statements for the same period in 
its planning process. 

Pro forma financial statements are not prepared individually for each department and then 
consolidated into budgeted statements for the whole company the way budgeted financial statements 
are. They may be prepared for the company as a whole or for only one department or division. 

Pro forma is a Latin phrase meaning “according to form.” It can be loosely translated to mean “as if.” 
Financial statements are referred to as pro forma when they reflect projected, rather than actual, 
results. 



Timing of Pro Forma FS preparation 



Pro forma statements may be prepared after the formal budget for the year has been adopted, if the 
company is considering an activity that was not foreseen before the formal budget was adopted. 



Master Budget & Pro Forma Financial Statements 



The master budget is not a pro forma financial statement. A pro forma financial statement is not used 
for formal variance reporting as the master budget and the flexible budget are, but in the meantime one 
or several versions of pro forma financial statements may be prepared as a part of the formal planning 
process that will eventually result in the master budget. 

However, if an action that was forecasted is implemented, the company would probably want to 
compare the actual results with the forecasted, pro forma ones. But pro forma financial statements are 
not a part of the formal budgeting process. They are used for planning and decision-making purposes, 
and the amounts in them may be quite different from the amounts in the master budget. 

The term “pro forma” is sometimes used to refer to the master budget financial statements as well, but 
this is an inappropriate use of the term. This text uses the term “pro forma” properly; however, be 
aware that “pro forma” might be used improperly elsewhere, possibly even on the exam. 



Components of Pro Forma FS 



• pro forma income statement, 

• pro forma statement of financial position (balance sheet), and 

• pro forma statement of cash flows. 
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The capital expenditures budget and the operating budgets combine to assess the cash needs of the 
organization. It is also necessary to gather information on the company's collection pattern and 
purchases (payables) pattern in order to determine when inflows and outflows can be expected based 
on the capital and operating budgets. 
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Uses/Benefits of Pro Forma Financial Statements 



Uses Pro Forma FS 

• used internally in the planning and decision-making purposes. 

• used in order to see what the financial statements of the firm will look like if something that is 
under consideration or forecasted actually happens. 

• used to evaluate the effects on the company’s finances if a particular sales forecast is realized, 
although they can be used for other “what if’ scenarios as well. 

o used for “what if’ analysis in order to forecast the effect of a proposed change. 

■ For example, if the company is contemplating a price increase that it anticipates 
will reduce the level of demand for its product, it will prepare a pro forma 
financial statement to determine the result on the financial statements if the 
price increase is put into effect. 

• used to compare the company’s anticipated performance with its target perfonnance and with 
investor expectations. (management control). 

• used to determine in advance what the company’s future financing needs will be 

• used to forecast the capital requirements of the plans in order to select the plan that maximizes 
shareholder value. 

• used to determine whether the company will be able to remain in compliance with the required 
covenants on its long-term debt. 



Benefits of Pro Forma FS 



By analyzing pro forma statements, managers can tell what the company’s cash position will be, 
whether it will need to borrow, whether it will be able to make its scheduled loan payments, whether it 
will remain in compliance with debt covenants, and so forth. 

The pro forma income statement shows a company's 

• projected sales revenue, 

• costs, and 

• profit 

derived from the individual operating budgets that previously discussed. 

Pro forma income statement is used to 

• decide whether the budgeted activities will result in an acceptable level of income. 

o If the initial pro forma income shows a loss or an unacceptable level of income, 
adjustments can be made to the component parts of the master budget. 

• Other strategic objectives can also be observed from the pro forma income statement, such as 

o a target gross margin percentage and the interest coverage ratio (times interest earned), 
o The adequacy of earnings per share can also be observed from the pro forma income 
statement. 



[Forecasting for Planning 



Sales Forecasts 

The sales forecast starts by looking back at historical trends and seeks to determine a pattern so that 
next year’s sales can be predicted. 

Percent of Sales Method (quicker way of forecasting year-end results) 

After sales are forecasted, future financial statements must be forecasted. The most common method is 
the percent of sales method. Under this method, many items on the income statement and balance 
sheets are assumed to increase proportionately to sales. Other items may be based off historical data 
(i.e., interest expense may remain constant due to contracts previously entered into) or be based off 
forecasted net sales (i.e., cost of goods sold will be 60 % of net sales). 
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The percentage-of-sales method is 

• a simple approach that ties many of the items in the pro forma income statement and balance 
sheet to future sales revenue. 

• It assumes that the relationship between these income statement and balance sheet items and 
sales revenue remains constant, which means that they grow proportionally with sales growth. 

The first financial statement forecasted is generally the income statement 

EXAMPLE 

LisaCo's Actual Year 5 and Projected Year 6 Income Statement 
(millions of dollars) 





Actual Year 5 


Forecast Basis 


Year 6 Forecast 


Sales 


$4,000 


1.11 x Year 6 sales 


$4,440 


Cost of goods sold 


(3,200) 


80% of net sales 


(3,552) 


Gross margin 


$800 




$888 


Selling and admin exp. 


(300) 


1.11 x Year 6 sales 


(333) 


Operating income 


$500 




$555 


Other revenue 


200 


Same as last year 


200 


Earnings before interest and taxes (EBIT) 


$700 




$755 


Earnings before taxes (EBT) 


$600 




$655 


Taxes (40%) 


(240) 




(262) 


Net income 


$360 




$393 



malysis of Pro Forma Financial Statements 



The following ratios will be used in analyzing pro forma financial statements: 



Profitability Ratios (ICMA-2014) 

(1) Gross profit margin percentage = gross profit / sales 

(2) Operating profit margin percentage = operating income / sales 

Return on sales is equal to operating income divided by sales 

(3) Net profit margin percentage = net income / sales 
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22. Shoo Inc. owns several retail stores. After all initial budget requests were received for the 
upcoming year, Shoo’s abbreviated pro forma income statement is as follows. 

Sales $46,000,000 

Cost of goods sold 20,700,000 

Selling and administrative costs 19,800,000 

Operating income $ 5,500,000 

The cost of goods sold and a 5% sales commission are the only variable costs. Shoo’s upper 
management believes that the sales manager underestimated projected sales units and wants the sales 
budget increased such that the company can achieve its goal of a 15% return on sales. The amount by 
which sales must increase to achieve this goal is 

a. $4,000,000. 

b. $3,500,000. 

c. $1,750,000. 

d. $1,400,000. 

22. a 

Return on sales is equal to operating income divided by sales. For every dollar added to sales, 45% will be the cost of 
goods sold ($20,700,000 4- $46,000,000), and 5% will be sales commissions. Therefore, for every dollar that is added to 
sales, $.50 is added to operating income. To find how much the sales budget must be increased by to raise the return on 
sales to 15%, algebra is the most appropriate tool, as follows: 

[($5,500,000 + ,5X) - ($46,000,000 + X)] = .1 5 

($5,500,000 + ,5X) = .1 5 x ($46,000,000 + X) 

$5,500,000 + ,5X = $6,900,000 + .15X 
,35X = $1,400,000 
X = $4,000,000 



After the pro forma statements have been compiled, they need to be analyzed to determine if the company 
is meeting its predetermined financial targets based on the estimates. The strategic objectives are defined 
prior to the formulation of the pro forma statements and are compared against the estimated results to 
determine if the company will meet goals if the estimates are achieved. 

Pro Forma Balance Sheet 

a. The pro forma balance sheet is prepared using the cash and capital budgets and the pro forma income 
statement. 

1) The pro forma balance sheet is the beginning-of-the -period balance sheet updated for projected 
changes in cash, receivables, payables, inventory, etc. 

2) If the balance sheet indicates that a contractual agreement may be violated, the budgeting 
process must be repeated. 

a) For example, some loan agreements require that owners’ equity be maintained at some 
percentage of total debt or that current assets be maintained at a given multiple of current 
liabilities. 

Pro Forma Statement of Cash Flows 

a. The pro forma statement of cash flows is normally the last statement prepared. 

b. The pro forma statement of cash flows classifies cash receipts and disbursements depending on whether 
they are from operating, investing, or financing activities. 

1) The direct presentation reports the major classes of gross cash operating receipts and payments and the 
difference between them. 

2) The indirect presentation reconciles net income with net operating cash flow. 
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c. All the pro forma statements are interrelated (articulated), e.g., the pro forma cash flow statement will 
include anticipated borrowing. The interest on this borrowing will appear in the pro forma income 
statement. 

The percentage-of-sales method can be used to prepare 

• pro forma balance sheets and 

• the statement of cash flows. 

The pro forma income statements and balance sheets play a key role in determining the requirements for 
financing and dividend policy. If key line items on a balance sheet need to be maintained at a certain 
percentage of sales (i.e., cash 5% of sales, accounts receivable 15%, inventory 25%, and accounts payable 
10%) in order to maintain company operations, management can derive the amount of funds available for 
dividends or the need for external financing. 

To derive those numbers, 

• the balance sheet items are set at the percentage of sales as defined, and 

• retained earnings is computed from the beginning-of-year amount plus pro forma net income less 

estimated dividends, 

• The long-term debt isn't expected to change with changes in sales. 

• After the computations are made, there will be a shortfall either in assets or in liabilities and equity. 

o If assets are less than liabilities and equity, debt can be paid down or additional dividends 
can be paid. 

o If assets are higher than liabilities and equity, external financing is needed in order to 
support the asset base. 

38. Golding Company has used the following data to prepare a pro forma income statement for the first 
quarter of next year. The company’s effective income tax rate is 40%. The company’s targeted gross 
margin percentage is 50%. 



Sales $4,678,500 

Beginning finished goods inventory 12,600 

Ending finished goods inventory 18,900 

Selling and administrative expenses 1,250,760 

Cost of goods manufactured 2,445,790 



Which one of the following is the best course of action? 

a. Since the pro forma gross margin percentage is lower than 50%, management should plan to lower the 
company’s tax rate to improve next quarter’s results. 

b. Since the pro forma gross margin percentage is higher than 50%, management should plan to follow the 
master budget to achieve the targeted results. 

c. Since the pro forma gross margin percentage is lower than 50%, management should plan to decrease 
manufacturing costs next quarter. 

d. Since the pro forma gross margin percentage is higher than 50%, management should plan to increase 
the sales price next quarter. 



38. c 

The gross margin percentage is 47.72% [($4,678,500 - $2,445,790) -r $4,678,500]. This is lower than the targeted gross 
margin percentage of 50%. If management decreases manufacturing costs, the gross margin percentage will increase. 
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23. Alton Machine Company has established a strategic initiative to increase operating income by 
increasing market share through being the lower cost provider. Assuming the total market size 
remains the same, and based on the information provided below, has Alton achieved the stated 
objectives? 





Current vear 


Next vear 


Revenues 


S325,000 


S325,000 


Cost of goods sold 


152.000 


146.000 


Gross margin 


173,000 


179,000 


Operating costs 
Marketing 


100,000 


100,000 


Administrative 


50.000 


50.000 


Operating income 


S 23.000 


S 29.000 


Units sold 


1.000 


1.000 



a. Yes, because Alton was able to lower costs and increase operating income. 

b. No, because Alton did not reduce marketing and administrative costs. 

c. Yes, because the statements show a reduced cost of goods sold. 

d. No, because it does not appear that Alton has increased market share. 



23. d 

81. Bolton Corporation manufactures goods that are sold by independent sales agents who receive a 20% 
payment based on sales value. Bolton’s pro forma income statement for the upcoming year follows below. 

Sales $15,000,000 

Cost of goods sold (all variable) 6,000,000 
Payment to sales agents 3,000,000 

Other expenses (all fixed) 2,000,000 

Operating income $ 4,000,000 

After the budget was created, Bolton became aware that its primary competitors would each be raising 
their selling prices by 5%. If Bolton also increased its selling price by 5%, the company’s revised operating 
income would be 

a. $4,750,000. 

b. $4,600,000. 

c. $4,300,000. 

d. $4,200,000. 

81. b 



Raising the selling prices by 5% would increase Bolton’s revenue by $750,000 ($15,000,000 x 0.05). However, payments 
to sale agents increase by 5% as well, which results in a gain of $150,000 ($3,000,000 x 0.05). The net increase in 
operating income is therefore $600,000, which makes the revised operating income $4,600,000. 
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22. Tarleton Company operates several retail stores. To support the company’s long-term goals, operating 
income should be at least 10% of sales. Tarleton’s abbreviated pro forma income statement for next year is 
shown below. 



The best action for Tarleton to take in order to meet its income goal is to 

a. increase the advertising budget by $25,000 which would increase sales units by 5%. 

b. raise the selling price by 2% which would reduce sales units by 2% but save $50,000 in operating costs. 

c. require all managers to reduce their budgeted operating fixed costs by 3%. 

d. wait until the end of next year’s first quarter to re-evaluate its situation. 



25. Bryan Corporation, a retailer, uses flexible budgeting as a planning tool. The company’s original 
budget for the upcoming year is shown below. 



The manager of Bryan’s Marketing Department believes sales volume will increase by 10% if the 
advertising budget is increased by $5,000,000. Should Bryan approve the increased advertising request? 

a. Yes, because the increase in sales is $4,000,000 greater than the increase in advertising costs. 

b. No, because advertising is 10% of sales so the maximum increase in sales would be $900,000. 

c. Yes, because operating income would increase by $400,000. 

d. No, because operating income would decrease by $275,000. 



Define the purpose of a pro forma income statement, a pro forma balance sheet, and a pro 
forma statement of cash flows; and demonstrate an understanding of the relationship among 
these statements and all other budgets 

Prepare pro forma income statements based on several revenue and cost assumptions 
Evaluate whether a company has achieved strategic objectives based on pro forma income 
statements 

Use financial projections to prepare a pro forma balance sheet and a pro forma statement of 
cash flows 

Identify the factors required to prepare medium- and long-term cash forecasts 
Use financial projections to determine required outside financing and dividend policy 



Revenues 
Cost of goods sold 
Operating fixed costs 
Operating income 



$7,500,000 

3.750.000 

3.125.000 
$ 625,000 



22. a 



Sales 

Cost of goods sold 
Administrative expenses (all fixed) 
Advertising expense 
Sales commissions 
Other marketing expenses (all fixed) 
Operating income 



$90,000,000 

36.000. 000 

21 . 000 . 000 

9,000,000 

6.750.000 

9.250.000 

$ 8,000,000 



25. d 



2015 LOS 
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BUDGET METHODOLOGIES 
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MASTER BUDGET 

There are numerous types of budget systems that meet a variety of purposes. The most 
common budget system contemplates the development of the annual business plan or 
master budget, a budget that essentially anticipates the pro forma financial statements at a 
particular level of activity, so it is also called static budget. 

Although the master budget is easy to understand because it deals with familiar concepts and formats, other 
budgetary systems have been developed to more effectively plan multi-year operations, identify and control 
costs, stimulates continuous improvement, or facilitate more refined performance evaluation. 

To use its budget as an effective planning and management tool, a company must choose a budget 
methodology that supports and reinforces its management approach. 



Factors affecting the selection of budget methodology: a company can choose different 
approaches in formulating its master budget. 

• types of business, 

• organizational structure; 

• complexity of operations, and 

• management philosophy, 

The company can even adopt different approaches for different pieces of its master budget, 
six common different budgeting systems that a company can use to create its budgets are: 

Flexible budgeting — serves as a control mechanism that evaluates the performance of managers 
by comparing actual revenue and expenses to the budgeted amount for the actual activities (and not 
the budgeted activities) 

Project budgeting — used for creating a budget for specific projects or programs rather than for an 
entire company, such as the design of a new airliner or the building of a single ship. 

Continuous (or rolling) budgeting — allows the budget to be continually updated(revised) by 
removing information for the period just ended (e.g., March of this year) and adding estimated data 
for the same period next year (e.g., March of next year). 

Kaizen budgeting -The Japanese term kaizen means continuous improvement, and kaizen 
budgeting assumes the continuous improvement of products and processes. Accordingly, kaizen 
budgeting is based not on the existing system but on changes yet to be made. 

Activity-based budgeting (ABB) — focuses on classifying costs based on activities rather than 
based on departments or products; ABB applies activity-based costing principles to budgeting. It 
focuses on the numerous activities necessary to produce and market goods and services and 
requires analysis of cost drivers. 

Zero-based budgeting (ZBB) — starts each new budgeting cycle from scratch as though the 
budgets are prepared for the first time; ZBB is a budget and planning process in which each manager 
must justify his/her department’s entire budget every budget cycle. 

Other types of budgets: (Incremental budgets) 
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I. ANNUAL BUSINESS PLANS (MASTER BUDGET OR 
COMPREHESIVE BUDGET/ Profit Plan) 



Annual business plans (or master budgets) are sometimes referred to as profit planning or 
targeting budgets. Budgets of this character are based one level of activity and are, 
consequently also referred to as static budgets . A compilation of all the separate 
operational and financial budget schedules of the organization 

1. Purpose 

Annual business plans are prepared to provide comprehensive and coordinated budget 
guidance for an organization. 

2. Appropriate Use 

Annual business plans are appropriate for most industries but are particularly useful in 
manufacturing settings that require coordination of financial and operating budgets. 

3. Timeframe 

Annual business plans summarize activity for a one-year period. 



B. MECHANICS OF ANNUAL PLAN BUDGETING 



1. Budget Components 

The annual plan anticipates the coming year's activities that will contribute to the 
accomplishment of the long-term and short-term goals outlined in the company's strategic 
plan. 

The master budget expresses management's operating and financial plans for a specified 
period (usually a year) and it reflects the impact of both operating and financing 
decisions. 

• Operating decisions deal with the use of scarce resources. 

• Financing decisions deal with how to obtain the funds to acquire those resources. 

The previous two types of decisions covered by the budgetary components of the master 
budget as follows: 

a. Operating budget 

b. Financial budget 

a. Operating budget 
Interrelationships in the Master Budget 

Exhibit 1-5 shows a diagram of the various parts of the master budget for a manufacturer firm. Most 
of what you see in Exhibit 1-5 comprises a set of budgets the budgeted income statement and its 
supporting budget schedules - together called the operating budget. 

These schedules are budgets for various business functions of the value chain, from research and 
development to customer service. 

The financial budget is that part of the master budget made up of the capital expenditures budget, 
the cash budget, the budgeted balance sheet, and the budgeted statement of cash flows. A financial 
budget focuses on how operations and planned capital outlays affect cash. The master budget is 
finalized only after several rounds of discussions between top management and managers 
responsible for various business functions of the value chain. 
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C. DEVELOPMENT OF AN ANNUAL PLAN 



This unit devotes a separate section to the development of the annual profit plan and supporting schedules and 
provides a comprehensive concept exercise that illustrates the steps required to develop an annual plan. 



D. BENEFITS AND LIMITATIONS OF THE MASTER BUDGET 



The benefits of having a master budget are numerous and the drawbacks are few. Virtually 
every company needs some form of master budget. 

1 . Benefits 

Master budgets are relatively easy to prepare and are the most commonly developed budget 
system. 

2. Limitations 

Master budget amounts are confined to one year at a single level of activity. 



E. CONCEPT EXAMPLE 



The below example illustrates how the master (static) budget fail to be a control tool 
when the actual activity level deviate from the planned one in the master budget 
EXAMPLE: A company has the following information for the period: 







Static 


Static 




Actual 


Budget 


Variance 


Production in units 


1,000 


1,200 


200 U 


Direct materials (units x $6) 


$ 6,000 


$ 7,200 


$1,200 F 


Direct labor (units x $10) 


10,000 


12,000 


2,000 F 


Variable overhead (units x $5) 


5,000 


6,000 


1,000 F 


Total variable costs 


$21,000 


$25,200 


$4,200 F 



From these results, it appears that, although the production manager failed to achieve his/her 
production quota, (s) he did a good job of cost control. 

Contrast this with a flexible budget, which is a series of budgets prepared for many levels 
of activity. 

At the end of the period, management can compare actual performance with the appropriate 
budgeted level in the flexible budget, so we have to prepare another budget but based on 
the actual activity 1000 units. 



1 II. FLEXIBLE BUDGETING 

PSeNERALM^^^H''-..'- v I 



1. Purpose 

Flexible budgets represent adjustable to accommodate changes in actual activity. 

2. Appropriate Use 

Flexible budgets are most appropriate for a firm facing a significant level of uncertainty in unit 
sales volumes for next periods. 



B. MECHANICS OF FLEXIBLE BUDGETING 



1. Budget Components 

Flexible budgets include consideration of revenue per unit, variable costs per unit, and total 
fixed costs over the relevant range. Flexible budgets also consider the amount of cost per 
unit allowed for units of output. 
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C. DEVELOPMENT OF FLEXIBLE BUDGETING 



Flexible budgets represent a series of budgets that provide the ability to accommodate 
comparison with many levels of actual sales or production volume. 



D. BENEFITS AND LIMITATIONS OF THE FLEXIBLE BUDGETING 



1 . Benefits 

• Flexible budgets can be displayed on any number of volume levels within the relevant 
range. 

o Comparisons or actual and budgeted activity are not distorted by mere volume 
differences and can better pinpoint areas were efficiencies have been achieved or where 
waste has occurred, thus flexible budget allows management to focus on the variances 
that may be caused by production or administrative problems that need attention. 



Flexible budgets offer managers a more realistic comparison of budget and actual 
revenue and cost items under their control, i.e., control of direct labor and direct materials 
but not fixed factory overhead. 

2. Limitations 

Flexible budgets are highly dependent on the accurate identification of fixed and variable 
costs and the determination of the relevant range. 

the potential for the firm to focus principally on the flexible budget level of output and 
disregard the fact that the sales target was missed. 



E. CONCEPT EXAMPLE 



The Flex-o-matic Corporation produces the Flex -o-matic, a piece of exercise equipment. Corporate 
controller Felix Flexmeister is developing a flexible budget. Felix has already developed a master 
budget but estimates that the relevant range extends 20 percent above and below the master budget. 
What is the relevant range in dollars assuming a selling price of $60 per unit variable costs of $40 per 
unit, fixed costs of $1 00,000 and anticipated output according to the master budget of 500 units? 





80% of 


Master 


120% of 




Master 


Budqet 


Master 


Sales 


$240,000 


$300,000 


$360,000 


Variable costs 


fl 60.000'! 


(200.0001 


(240.0001 


Contribution margin 


$0,000 


100,000 


120,000 


Fixed costs 


fl 00.0001 


fl 00.0001 


fl 00.0001 


Operating income 


$f20.0001 


$ 0 


$20,000 



As per the previous example we note that a flexible budget provides cost allowances for 
different levels of activity, whereas a static budget provides costs for one level of activity. 




Barnes Corporation expected to sell 150,000 board games during the month of November, 
and the company’s master budget contained the following data related to the sale and 
production of these games: 



Revenue 

Cost of goods sold: 

Direct materials 
Direct labor 

Variable overhead 



$2,400,000 

675.000 

300.000 

450.000 
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$ 975.000 



Fixed overhead 
Fixed selling 

Operating income 



250.000 

500.000 

$ 225.000 



Actual sales during November were 180,000 games. Using a flexible budget, the company 
expects the operating income for the month of November to be 



A. $225,000 

B. $270,000 

C. $420,000 

D. $510,000 



Flexible budgets will be discussed in more depth in ch.7 (Performance 
Management (Variances)). 



Answer (C) is correct. 



PROJECT BUDGETING (PROGRAM BUDGETING) 



A.GENERAL 



1. Appropriate use 

Project budgets are appropriate for specific tasks (e.g., construction of building, infrequent 
events such as discontinuation of a division or a product line, or groups of projects such as 
new product development, marketing, and refinement, the design of a new airliner or the 
building of a single ship). 

2. Timeframe 

The time frame for a project budget is simply the duration of the project, but a multi-year 
project could be broken down by year. Timelines that display project budgets in coordination 
with annual budgets vertically while displaying project budgets ho rizontally. 



at 



T ME IN YEWS 



1 | 2 3 4 5 6 7 8 9 10 11 12 13 14 15 

I I I I I I I II I I 1 I I 



/ 



Tactic^ 

Short-range 
' Pro ft Plan . 

(1 years) , Strategc 
Long-range 
Proft Plan 
(5 yeais) 



/ 



PROJECT E 



ilaprtd Expenditures 
{ Budget (14 years) 



B. BENEFITS AND LIMITATIONS OF THE PROJECT BUDGET 



1 . Benefits 

Project budgets allow for a focused look at a particular project's resource requirements 
and timing & the ability to contain all of a project’s costs so that its individual impact can 
be easily measured. 

2. Limitations 

If the budget process improperly done, project budgets may not afford a comprehensive 
look at the manner in which the project impacts the organization. 
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V. CONTINOUS (ROLLINGS) BUDGET 



1. Purpose 

• Initially is developed just like any other budgets. The difference is that instead of 
preparing, for example, an annual budget at the beginning of each year, the budget is 
reviewed monthly as time passes. The most recent period is dropped off and a new 
period at the end is added. 

• Continuous (rolling or perpetual) budgets add a new budget month - rolls forward- (or 
quarter) as each current month (or quarter) expires. According to this model, budgeting 
becomes a perpetual process and long-range planning is performed continually rather 
than annually. 

2. Appropriate Use 

• Continuous (rolling) budgets are most effective in dynamic environments where 
constant re-evaluation of products and activities are required by the market place or 
where results of activities are critical to operations 

3. Timeframe 

Although a continuous (rolling) budget contemplates a year of activity, it usually does not 
coincide with the organization's fiscal period because it adds either a month or a quarter 
to the budget as each month or quarter is completed. 



B. BENEFITS AND LIMITATIONS OF CONTINOUS (ROLLINGS) BUDGET 



1 . Benefits 

• Longer strategic perspective 

• have up-to-date budgets because the preparation of a budget for a new quarter or 
month often leads to revision of the existing budget. 

• requires managers to always be thinking ahead. 

• continuous budget is more relevant than a budget prepared once a year. It can 
reflect current events and changes in its estimates, and 

• it has the advantage of breaking down a large process into manageable steps. 

2. Limitations 

• the amount of time managers must constantly spend on budget preparation 

o can be weakened by incomplete analysis. 

• the need to have a budget coordinator and/or the opportunity cost of having 
managers use part of each month working on the next month's budget. 
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VII. KAIZEN (CONTINOUS IMPROVEMENT) BUDGETING 



A.GENERAL 



1. Purpose 

• explicitly demands continuous improvement and incorporates all expected 
improvements in the resulting budget. 

• Kaizen budgeting process bases budgets on the desired future operating processes 
rather than the continuation of the current practices as is often the case in traditional 
budgeting. 

• Kaizen budgeting assumes innovation and high performance not only from the 
organization but also from its suppliers. 

2. Appropriate Use 

• Kaizen is often used in highly competitive manufacturing environments where 
continuous improvement of products and manufacturing processes are necessary to 
ensure strategic position and survival. 



B. DEVELOPMENT OF KAIZEN (CONTINOUS IMPROVEMENT) BUDGETING 



• Kaizen budgeting begins by analyzing current practices to identify areas for 
improvement and determine expected changes needed to attain the desired 



improvement(s). then budgets are prepared based on improved practices or 
procedures. 

As a result, budgeted costs often are lower than those in the preceding period . 

Kaizen budgeting is not limited to internal improvements. Many firms expect and 
demand continuous improvements of their suppliers and explicitly incorporate 
consequent effects on costs and delivery schedules of parts and components in 
budgeted production cost and manufacturing schedules. 

A kaizen budget decrease is not the same as the budget cuts we often see firms or 
governments make when facing a budget crunch because of diminishing profits, 
decreasing sales, or declining tax revenues. 

Much of the cost reduction associated with kaizen budgeting arises from many small 
improvements rather than "guantum leaps." 



[i 



A significant aspect of kaizen budgeting is the quantity and quality of employees' 
suggestions. 

A decrease in cost in a kaizen budget is a result of performing the same activity more 
efficiently and with higher gualitv ; it is not a result of arbitrarily eliminating activities 
or components. 



BENEFITS AND LIMITATIONS 
IMPROVEMENT) BUDGETING 



KAIZEN 



R3SH 



1 . Benefits 

Kaizen budgets keep managers continuously in search of improved cost and value 

2. Limitations 

Kaizen budgets can be discouraging to managers and suppliers and focus on cost rather 
than value. 
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S VIII. ACTIVITY BASED BUDGETING (ABB) 



1. Purpose 

Activity-based budgeting (ABB) is a budgeting process that focuses on costs of 
activities or cost drivers necessary for operations instead of departments or products. 
Each activity is matched with the most appropriate cost driver, which is any volume- 
based or activity-based unit of measurement of the cost of a job or activity needed to 
sustain operations. The time frame is usually short term but continuous. 

2. Appropriate use 

ABB is most appropriate in businesses that have complexity in their number of 
products, number of departments, or other factors such as setups. Timeframe 
Activity based budgeting is generally applied to annual time periods or less. 



B. DEVELOPMENT OF ACTIVITY BASED BUDGETING (ABB) 



Development of an activity based budget involves a number of specifically identifiable 
discrete steps discussed in depth in U.5. 



C. BENEFITS AND LIMITATIONS OF ACTIVITY BASED BUDGETING (ABB 



1 . Benefits 

Greater precision in determining costs, Activity-based budget-Proponents believe that 
traditional costing obscures the relationships between costs and outputs by oversimplifying 
the measurements into such categories as labor hours, machine hours, or output units for an 
entire process or department. Instead of using only volume drivers as a measurement tool, 
an activity-based budget uses activity based cost drivers, such as number of setups, to make 
a clear connection between resource consumption and output. 

2. Limitations 

Although this may provide greater precision in determining costs, a potential drawback can 
occur if the cost of designing and maintaining the system exceeds the cost savings from 
better planning. 



IX. ZERO-BASED BUDGETING 



1. Purpose 

• budgeting process that requires justification of all expenditures every year , i.e., 
requires managers to prepare budgets from ground zero. 

• Many budget systems are referred to as incremental budgets because they assume that 
previous budgets represent required levels of effort and need only be adjusted for 
additional or incremental expenses. Zero-based budgets are designed to challenge that 
assumption and require that manager begin the budget process from zero. 

• Thus, managers must conduct in-depth reviews and analyses of all budget items and of 
each area under their control to provide such justification. 
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• Such a budgeting process encourages managers to be aware of activities or functions 
that have outlived their usefulness or have been a waste of resources. A tight, efficient 
budget often results from zero-base budgeting. 



C. DEVELOPMENT OF ZERO-BASED BUDGETING 



• The first step in developing a zero-based budget is to have each department manager 
rank all of its activities from most to least important and assign a cost to each activity. 
This step requires determination of objectives, operations, and costs for each activity and 
the alternative means of carrying out that activity. 

• For each budgetary unit, a decision package (lists of budgeted activities) is prepared 
that describes various levels of service that may be provided, including at least one level 
of service lower than the current one. 

• Upper management asks questions, such as 

o "Should the activity be performed? 

o If it is not, what will happen?" or "Are there substitute methods of providing this function, such as 
outsourcing or customer self-service?" 

• Upper management reviews these lists (decision packages), and cuts items that lack 
justification or are less critical. 

• Benchmarks and standards can be used to develop the budget figures instead of just 
relying on historical numbers. 

• In other words ZBB divides the activities of individual responsibility centers into a series of 
packages that are prioritized. 



D. BENEFITS AND LIMITATIONS OF ZERO-BASED BUDGETING 



1 . Benefits 

• ZBB forces review of all elements of a business. 

• Focusing on every line item instead of just the exceptions. 

• should motivate managers to identify and remove items that are more costly than 
the benefits provided. 

2. Limitations 

• it can require a nearly impossible amount of work to review all of a company's 
activities every year. 

• Thus ZBB is time-consuming and expensive annual review process as a result the 
review often is less thorough than it should be. 

Alternatives 

As an alternative, many organizations schedule zero-base budgeting periodically or perform 
zero-base budgeting for different divisions each year. 

The time and expense of a zero-based budget is often mitigated by performing zero- based 
budgets only on a periodic basis, such as once every five years , and applying a different 
budget method in the other years. Or, the firm might rotate the use of zero- based budgeting 
for a different division each year. 
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X. OTHER TYPES OF BUDGETS 



A. INCREMENTAL BUDGET 

An incremental budget is a general type of budget that starts with the prior year’s budget and 
uses projected changes in sales and the operating environment to adjust individual items in 
the budget upward or downward. It is the opposite of a zero-based budget. The main 
drawback to using this type of budget (and the reason that some companies use zero-based 
budgets) is that the budgets tend to only increase in size over the years. 

An advantage of incremental budgeting when compared with zero-based budgeting is that 
incremental budgeting accepts the existing base as being satisfactory, i.e., offers to 
managers the advantage of requiring less managerial effort to justify changes in the 
budget. 

B. LIFE CYCLE BUDGET 

A life-cycle budget estimates a product's revenues and expenses over its entire life cycle 
beginning with initial research and development and ending with the withdrawal of customer 
support (i.e., cradle -to-grave budgeting). Life-cycle costing discussed in more depth in U.5 
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Self Assessment Quiz 
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CMA Exam Retired Questions 



(1)40. CSO: 1A3ci LOS: lA3b 

Many companies use comprehensive budgeting in planning for the next year’s activities. When both 
an operating budget and a financial budget are prepared, which one of the following is correct 
concerning the financial budget? 

Included in the Financial Budget 





Capital Budget 


Pro-forma Balance Sheet 


Cash Budget 


a. 


Yes 


No 


Yes. 


b. 


No 


Yes 


No. 


c. 


Yes 


Yes 


Yes. 


d. 


No 


No 


No. 



(2) 41. CSO: lA3a LOS: lA3b 

What would be the correct chronological order of preparation for the following budgets? 

I. Cost of goods sold budget. 

II. Production budget. 

III. Purchases budget. 

IV. Administrative budget. 

a. I, II, III, IV. 

b. Ill, II, IV, I. 

c. IV, II, III, I. 

d. II, III, I, IV. 

(3) 42. CSO: lA3a LOS: lA3c 

Which one of the following best describes the order in which budgets should be prepared when 
developing the annual master operating budget? 

a. Production budget, direct material budget, revenue budget. 

b. Production budget, revenue budget, direct material budget. 

c. Revenue budget, production budget, direct material budget. 

d. Revenue budget, direct material budget, production budget. 

(4) 43. CSO: 1 A3 cl LOS: lA3a 

A budgeting approach that requires a manager to justify the entire budget for each budget period is 
known as 

a. performance budgeting. 

b. program budgeting. 

c. zero-base budgeting. 

d. incremental budgeting. 

(5) 46. CSO: 1A3/LOS: lA3a 

Country Ovens is a family restaurant chain. Due to an unexpected road construction project, traffic 
passing by the Country Ovens restaurant in Newtown has significantly increased. As a result, 
restaurant volume has similarly increased well beyond the level expected. Which type of budget would 
be most appropriate in helping the restaurant manager plan for restaurant labor costs? 

a. Zero-based budget. 

b. Rolling budget. 

c. Activity-based budget. 

d. Flexible budget. 
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7. The type of budget that is available on a continuous basis for a specified future period by adding a 

month, quarter, or year in the future as the month, quarter, or year just ended is deleted, is called a 

a. rolling budget. 

b. kaizen budget. 

c. activity-based budget. 

d. flexible budget. 

8. In the budgeting and planning process for a firm, which one of the following should be completed 

first? 

a. Sales budget. 

b. Financial budget. 

c. Cost management plan. 

d. Strategic plan. 

10. In preparing a corporate master budget, which one of the following is most likely to be prepared 
last? 

a. Sales budget. 

b. Cash budget. 

c. Production budget. 

d. Cost of Goods Sold budget. 



Prepared by: Sameh.Y.El-lithy. CMA,CIA. 



152 



^ THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 



Answers CMA Exam Retired Questions 



40. C 

41. D 

42. C 

43. C 
46. D 

7. a 

8. d 
10. b 
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Forecasting techniques 



Forecasting is a critical part of any business, and it involves looking into the future and attempting to 
determine what future conditions and/or results will be. Forecasts are the basis for business plans. 
Forecasts are used to project product demand, inventory levels, cash flow, etc. A budget is a form of 
forecasting. Forecasting methods are both Qualitative methods and Quantitative methods, Qualitative 
methods of forecasting rely on the manager's experience and intuition (NOT TESTED). 



Forecasting techniques 



A. Quantitative Forecasting Methods 

• Causal forecasting methods (Regression Analysis) 

• Time Series Smoothing methods 

■s Moving Average, 

■/ Weighted Moving Average, 

■/ Exponential smoothing 

B. Learning Curves 

C. Expected Value 



A.Quantitative Forecasting Methods 



Causal forecasting methods (Regression Analysis) which look for a cause-and-effect 
relationship between the variable we are trying to forecast (the dependent variable) and one 
or more other variables (the Independent variables). 

Time Series methods: which look only at the historical pattern of one variable and 
generate a forecast by extrapolating the pattern using one or more of the components of the 
time series. 

s Smoothing (Moving Average, Weighted Moving Average, Exponential smoothing) 



I. Causal Forecasting: Regression analysis (least-squares analysis) 



Causal forecasting methods are used when the value that we are forecasting can be determined 
to be affected by some other value. If we can identify a cause and effect relationship between 
what we are forecasting and the other value, and if that relationship is a linear one, we can use a 
projection of the other value to forecast the value we are interested in. 



A regression equation estimates the dependent variables. 

Regression analysis is used to find an equation for the linear relationship among 
variables. The behavior of the dependent variable is explained in terms of one or more 
independent variables. Regression analysis is often used to estimate a dependent 
variable (such as cost) given a known independent variable (such as production). 



Simple Linear Regression 



If there is only one independent variable and one dependent variable and the relationship between 
them is linear, regression analysis is called simple linear regression. 



wo basic assumptions of simple Regression Analysis 



1) Changes in the value of the dependent variable can be explained by changes in the level of 
the independent variable; and 

2) The relationship between the dependent variable and the independent variable is linear within 
the relevant range. 
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i 




Y=a+bX 



Y = value of the dependent variable, estimated cost 
a = a fixed quantity, the intercept, that represents the value of Y when X = 0 
b = the unit variable cost, the coefficient of the independent variable measuring the 
increase in Y for each unit increase in X (the slope) 

X = value of the independent variable, the cost driver 

Regression analysis is almost a necessity for computing the fixed and variable portions of mixed costs for 
flexible budgeting. 



Y = value of the dependent variable, estimated cost of Supplies Expense 
a = a fixed quantity, assume Fixed cost =$220 
b = the unit variable cost, assume variable cost per unit= $.75 
X = value of the independent variable, the cost driver, 125 units 

Regression analysis will enable us to predict the amount of supplies expense for month four 

Y = a + bX + e 

Y = $220+ $.75 per unit x 125 units 

Y — $313.75 Expense estimate for month 4 






Coefficient of correlation R 

Correlation is the strength of the linear relationship between-two variables, expressed mathematically In terms 
of the coefficient of correlation (r). 

The coefficient of correlation measures the relative strength of the linear relationship, r ranges from 
1 (perfect direct relations. hip) to -1 (perfect inverse- relationship). { — 1 .0 < r < 1 . 0 } . 

s A value of -1 .0 indicates a perfectly inverse linear relationship between x and y. 
s A value of zero indicates no linear relationship between x and y. 
s A value of +1 .0 indicates a direct relationship between x and y. 

Coefficient of determination R-squared (coefficient of correlation squared): 

A number between zero and one that describes the explanatory power of the regression (the degree 
to which the change in Y can be explained by changes in X) 

The maximum value for R 2 is 1.00 (i.e., 100%) 

If the coefficient of determination, or r2, is low, it may mean that we are using the wrong independent 
variable in our analysis. The coefficient of determination (r2) measures the percentage of the total 
variance in cost that can be explained by the regression equation. 

EXAMPLE: A car dealership determines that new car sales are a function of disposable income with a 
coefficient of correlation of . 8 . This is equivalent to stating that 64% (. 82 ) >of the variation of new car sales 
from the average can be explained by changes in disposable income. 
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Month 



Supplies Expense (Y) 



Production Level (X) 



1 

2 

3 

4 



$250 

310 

325 

? 



50 units 
100 units 
150 units 
125 units 
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T-value 

The t-value measures the reliability of each independent variable, which is the degree to which the 
independent variable has a valid, long-term relationship with the dependent variable. 

Standard error of the estimate (SE) 

A measure of the accuracy of the regression’s estimate. SE can be compared to the average size of 
the dependent variable. If the SE value is relatively small compared to the value of the dependent 
variable, the regression model can be viewed as relatively “good” 



Multiple Regression Analysis 



However, it is also possible for one dependent variable (for example, sales) to be affected by more 
than one independent variable (for example, advertising expenditures, size of the sales staff, 
competition, the economy and any number of other possible causes). When there is more than one 
independent variable, the regression analysis is called multiple regression analysis. 



|Benefits and Limitations of Regression Analysis) 

[The benefits or advantages of regression analyr^^^-BHff 



3 Regression analysis is a quantitative method and as such, it is objective. A given data set 
generates a specific result. That result can be used to draw conclusions and make forecasts. 

3 Thus, regression analysis is an important tool for use in budgeting and cost accounting. In 
budgeting, it is virtually the only way to compute fixed and variable portions of costs that contain 
both fixed and variable components (mixed costs). 



he shortcomings or limitations of regression analysis are: 



3 To use regression analysis, historical data is required for the variable that we are forecasting or 
for the variables that are causal to this variable. If historical data is not available, regression 
analysis cannot be used. 

3 Even when historical data is available, if there has been a significant change in the conditions 
surrounding that data, its use is questionable for predicting the future. 

3 analysis are valid only for the range of data in the sample 

3 In causal forecasting, the usefulness of the data generated by regression analysis depends upon 
the choice of independent variable (s). If the choice of independent variable (s) is inappropriate, 
the results can be misleading. 
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.Time Series Methods 



3 Time series data reflects activity for one variable - an organization, plant, activity, or one 
expense classification - over a sequence of past time periods. 

3 A time series method of forecasting uses only these historical values in an attempt to find 
(discover) a pattern in them that can be used in forecasting the future. Only that one set of 
historical time series data is used in time series analysis and that historical data is not 
compared to any other set of data. 



Components of the Time Series 



A time series may have one or more of four patterns (also called components) that influence its 
behavior over time: 

3 Trend or secular trend (Resulting from long term- multiyear -factors) 

3 Cyclical (Resulting from long term- multiyear- cyclical movements in the economy) 

3 Seasonal (Resulting from factors within one year or one day) 

3 Irregular or Random Variation (Resulting from short term, unanticipated ,and nonrecurring 
factors) 



Trend Pattern 



3 Over a long period of time, the historical data may exhibit a trend, which is a gradual shifting 
to a higher or lower level. 

3 For example, sales from year to year may fluctuate but overall, they may be going up, as is 
the case in the graph below. 



Sales 1994-2003 with 2004 Forecast 




3 The long-term sales trend has been upward from 1994 to 2003, despite the dips in 1996 and 
2000. According to this trend, a reasonable sales forecast for 2004 would be $3,250,000. 



Cyclical Pattern 



3 A long-term trend line can still be established even if the sequential data fluctuates greatly 
from year to year due to cyclical factors. Any recurring fluctuation that lasts longer than one 
year is attributable to the cyclical component of the time series. 

3 The cyclical component is usually due to the cyclical nature of the economy. 

s For example: periods of modest inflation followed by periods of rapid inflation can lead 
to many time series that alternate below and above a generally increasing trend line. 
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Seasonal Pattern 



3 In order to identify trend and cyclical components of a time series, we track the annual 
historical movements of the data over several years. That is, we look only at results for full 
years, such as total sales for the years 1994 through 2003. 

3 However, a time series can fluctuate within the year due to seasonality in the business. 

s For example, a manufactures of swimming pools expects low sales activity in winter 
months, with peak sales in summer. 

3 Seasonal variations are common in many businesses. In practice, a variety of methods exist 
for including seasonal variations in a forecasting model, but most methods use a seasonal 
index. Alternatively, seasonal variations can be removed from data by using a weighted 
average of several time periods instead of data from individual periods. 



Irregular Pattern 



3 A time series can also vary in a random pattern, not repeating itself in any regular pattern. 

3 This is called the irregular pattern or random variables. It is caused by short-term, 
nonrecurring factors, and its impact on the time series cannot be predicted. 

s For example, business can be affected by random happenings (e.g., weather, strikes, 
fires, etc.). 



Using Time Series methods 



The objective of time series analysis is to develop a forecast for future results. 
Time series Smoothing methods are: 

• Moving averages, 

• Weighted moving averages and 

• Exponential smoothing. 



a.Simple Moving Averages 



Use the average of the most recent data in the time series. 



b.Weighted Moving Average 



Is a variation of the simple moving average method. When utilizing this method, we use different 
weights for each value and compute a weighted moving average, using the most recent data in 
the time series. 

3 EXAMPLE :ABC Corporation wants to use a four-month weighted moving average method to 
forecast sales for the month of May. Actual sales for ABC for the months of January, February, 
March and April are as follows: 

January $21,000,000 

February 23,000,000 

March 25,000,000 

April 20,000,000 

Z> ABC has assigned a descending weight to each month’s values, starting with the most recent month. Each of the month's results 
is multiplied by the weight, and then these individual monthly values are added together to determine the May forecast. The 
weights ABC has assigned to the four previous months are 40%, 30%, 20% and 10%. This means that the results in the most 
recent month (April) will have four times the impact on the May forecast as the oldest month (January). Note that the total of all 
the weights equals 1 0/1 0, or 1 . 

3 The weighted moving average is the total, $22,200,000, and this is the expected result for the 
month of May. 









Weiaht 




April 


$20,000,000 


* 


4/10 


$ 8,000,000 


March 


25,000,000 


* 


3/10 = 


7,500,000 


February 


23,000,000 


* 


2/10 


4,600,000 


January 


21,000,000 


* 


1/10 = 


2.100.000 
*77 2 on non 



Prepared by: Scimeh.Y.El-lithy. CMA,CIA. 



159 








^ THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 



c.Exponential Smoothing 



3 Is a special type of weighted moving average. With exponential smoothing, we forecast a value for the 
next period by calculating a weighted average of two numbers only: 

■s The most recent period’s actual value, and 

■s The most recent period’s forecasted value, using exponential smoothing. 

3 The calculation is expressed algebraically as follows: 



Ft+1 = a Yt + (1 - a) Ft 

Where: 

o Ft+1 = forecast for the next period 
o Yt = actual value for period t 
o Ft = forecasted value for period t 
o a = smoothing constant (between 0 and 1) 

3 EXAMPLE: In January, ABC Corporation began using exponential smoothing to forecast sales for each 
month. Actual and forecasted sales, in millions, for ABC for the months of January, February, March 
and April are as follows. Forecasted sales for January through April have been calculated using 
exponential smoothing and an alpha of .1 . 





Actual 


Forecasted* 




(Y) 


(F) 


January 


$21.0 


N/A 


February 


23.0 


$21.0 


March 


25.0 


21.2 


April 


20.0 


21.6 



*Forecasted by means of exponential smoothing. 

3 To calculate a sales forecast for the month of May using exponential smoothing, use only the 
actual sales for the month of April and the forecasted sales (forecasted using 
exponential smoothing) for the month of April. 

3 As you may have noticed, not just any forecast can be used in this calculation. For 

exponential smoothing to work, the forecasted value used can only be one that was calculated 
using exponential smoothing. 

3 The forecasted sales figure for the month of May will be: 

Ft+1 =(.1 *20) + (.9 *21.6) 

Ft+1 = 21.4 

Note: 1) The current period's actual results multiplied by the smoothing factor, and 
2) The current period's forecast multiplied by the smoothing factor's complement. 
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C.Learninq Curves 



Learning curves describe the fact that the more experience people have with something, the more 
efficient they become in doing that task. Higher costs per unit early in production are part of the start- 
up costs. It is commonly accepted that new products and production processes experience a period 
of low productivity followed by increased productivity. 

However, the rate of productivity improvement declines over time until it reaches a level where it 
remains, until another change in production occurs. 



There are two learning-curve models: 



3 Cumulative Average-Time Learning Model 

s Evaluates the average time per unit required to produce a given number of units. 
3 Incremental Unit-Time Learning Model 

s Evaluates the time needed to produce the last unit in a quantity of units. 



CMA questions have historically used the (cumulative-average-time method). 



Cumulative Average-Time Learning Model 



3 The Cumulative Average-Time Learning Model uses a constant percentage of decline in 
average time per unit each time that the cumulative quantity of units produced doubles. 

S In other words, if a plant that manufactures automobiles is subject to an 80% learning curve, 
and if the time required to build the first automobile is 1 0 hours, then the total time required to 
manufacture the first 2 autos will be 80% of (10 hours * 2), or 16 hours, which equates to an 
average of 8 hours for each automobile. 

■s Note that this model measures total time required, which includes the time for the first unit, and 
uses that total time to determine average time per unit for the entire amount produced. This is 
what “cumulative average” means. 

3 If learning had not taken place, it would have taken 20 hours (2*10 hours) to produce 2 autos. Thus, a 
learning rate of 1 .00 or 1 00% is equivalent to no learning taking place. 

3 The maximum learning rate is 50%, or .50, because at a rate of 50%, the total time required for 

production of 2 automobiles would be equal to the time required to produce the first automobile (100 * 2 
* .5), and it is impossible to produce 2 units in less time than it took to produce 1 . Therefore, the 
learning rate will always be between 50% and 100%. 



CMA Example 



The cost accountant for Ray Lighting Manufacturing Company is planning production costs for a 
new lamp. Production of the new lamp will be subject to a 60% learning curve, since it involves 
only minimal adjustments to established processes. The initial lot of 500 lamps is expected to 
require 1,000 hours of labor. 

Costs are as follows: 

s Direct Labor $20/hr. 
s Direct Materials $50/DLH 
✓ Variable OH Applied $25/DLH 
s Fixed OH Applied $2, 000/lot manufactured 



(1) What is the cumulative average time per unit after 8 lots have been manufactured, if the 
cumulative average-time model is used? 



3 Answer: With a 60% learning curve, when the quantity of units produced doubles, the 
cumulative average time per unit for the doubled number of units is 60% of the cumulative 
average time per unit for the original number of units. 
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3 In this case, we are working with lots of 500 rather than units. However, the question asks for 
average time per unit, and there are 500 units in each lot. 

3 The first doubling will occur when the second lot of 500 has been produced. The second 
doubling will occur when the fourth lot of 500 has been produced. The third doubling will occur 
when the eighth lot of 500 has been produced. 



Therefore, the total number of labor hours required for 8 lots of 500 lamps is: 

1000 hours for the first lot (500 units) 

1000 hours X 2 (double) X60% =1200 (1000 units, 2 lots) 

1200 hours X 2 (double) X60% =1440 (2000 units, 4 lots) 

1440 hours X 2 (double) X 60%=1728 (4000 units ,8 lots) 



3 Or, 1 ,000 * (2 * .60) * (2 * .60) * (2 * .60) = 1 ,000 * 1 .2 * 1 .2 * 1 .2 = 1 ,728 total labor hours 
required for 8 lots. 

3 1 ,728 total labor hours required -f 8 lots = average of 21 6 labor hours per lot. 

3 Average 216 labor hours per lot 500 lamps per lot = .432 cumulative average number of 
labor hours required per lamp for 8 lots of 500 lamps each. 



What is the total cost for the eighth lot? 

3 Answer: To determine an incremental cost under the cumulative average-time 
learning model, set up a chart such as the following: 



Cum # 


Cum Avg 


Cum Tot 










Addition to 


of Lots 


Time/ Lot 


Time 


Cumulative Cost 




Cum. Cost 


1 * 


1,000 = 


1,000 


($95 


* 


l, 000 ) la) + ($ 2,000 


* l) (b) = $97,000 


$97,000 


2 * 


600 = 


1,200 


($95 


* 


1 , 200 ) + ($ 2,000 * 


2 ) = $118,000 


21,000 


4 * 


360 = 


1,440 


($95 


* 


1,440) + ($2,000 * 


4) = $144,800 


26,800 


8 * 


216 = 


1,728 


($95 


* 


1,728) + ($2,000 * 


8 ) = $180,160 


35,360 



3 Addition to Cumulative Cost is the cumulative cost of the total number of lots manufactured. The total number of 
lots manufactured is in the first column. Here, that is $1 1 8,000 after the second lot. Subtract the previous 
cumulative cost, which was $97,000 after the first lot, from it, and you will have the cost of only Lot 2. 

3 The Addition to Cumulative Cost for Lots 3 and 4 (the third doubling) is $144,800 minus $1 18,000, or $26,800. 
Since there are 2 lots (Lots 3 and 4) that have cost a total of $26,800, the cost of each lot is 1/2 that amount. Thus, 
Lot 3 costs $13,400 and Lot 4 costs $13,400. 

3 The total cost for the final 4 lots (Lots 5, 6, 7 and 8) is $35,360, which is $180,160 minus $144,160. Thus, the total 
cost for just the eighth lot is 1/4 of that, or $8,840. 

3 (a) $95 is the total variable cost per DLH: $20 for direct labor, $50 for direct materials, and $25 for variable 

overhead applied. 1 ,000 is the number of hours required to manufacture the first lot. After 2 lots have 
been manufactured (the first doubling), the average time per lot will be 60% of 1 ,000 hours, or 600 hours, 
so the cumulative total time will be (600 hours * 2), or 1 ,200 hours. 

3 (b) $2,000 is the fixed overhead applied per lot. Multiply the fixed overhead applied per lot by the number 

of lots (in column 1). 



Benefits of Learning Curve Analysis 



3 Decisions such as the following can be aided by learning curve analysis: 

s Life-Cycle costing - in calculating the cost of a contract, learning curve analysis can 
ensure that the cost estimates are accurate over the life of the contract, leading to 
better bidding. 

s Development of production plans and labor requirements - production and labor 
budgets should be adjusted to accommodate learning curves. 
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Limitations of Learning Curve Analysis 



Z> There are three limitations and problems associated with learning curve analysis: 

s Learning curve analysis is appropriate only for labor-intensive operations 
involving repetitive tasks where repeated trials improve performance. If the 
production process is designed to have fast set-up times using robotics and computer 
controls, there is little repetitive labor and thus little opportunity for learning to take 
place. 

v' The learning rate is assumed to be constant. 

s Third, a carefully estimated learning curve might be unreliable because the observed 
change in productivity in the data used to fit the model was actually associated with 
factors other than learning. For example, the increase in productivity might have been 
due to a change in labor mix, a change in product mix, or some combination of other 
related factors. In such cases, the learning model is unreliable and produces 
inaccurate estimates of labor time and cost. 
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D.Expected Value 



Is the Weighted average of the outcomes of a decision with the probability of each outcome serving 
as the weight. Also called expected monetary value. 

3 The expected value of a discrete random variable is the weighted average of all the 
possible values of the random variable. The weights are the probabilities for each of the 
values. The expected value is the mean value, also known as the average value. 

3 We will construct a comprehensive example illustrating all the tested terms . 



Risk, Uncertainty and Expected Value 



3 There are many definitions of risk. One definition is “a condition in which there is a possibility 
of an adverse deviation from a desired outcome.” This is risk defined in its negative 
connotation. 

3 However, in a very real sense, risk does not carry a negative connotation. Where investments 
are concerned (both capital investments and security investments), risk is the possibility that 
an investment’s actual return will differ from its expected return. This difference may be either 
a positive difference or a negative difference. 

3 Risk for a security can be measured by the variability of its historical returns or the 
dispersion of its historical returns around their average, or mean, return. Thus, risk is 
measured by variance and standard deviation. 

3 Uncertainty is risk that cannot be measured. In discussing a capital investment, we may or 
may not have information about historical returns on similar investments. If there is no 
information about historical returns for a particular investment, we are in the position of 
decision-making under a condition of uncertainty. When we are in this position, the 
probability distribution of possible returns must be determined subjectively. 

3 PDC has purchased land, which will be the site of a new luxury condominium complex. PDC 
plans to price the individual condominium units between $300,000 and $1,400,000. PDC has 
preliminary design with three different size of the condominium. 
s One with 30 cond. 

s One with 60 cond. 

s One with 90 cond. 

3 The financial success of the project depend upon the size of the cond. Complex and the 
chance event concerning the demand for the cond. 



3 The statement of the PDC decision problem is to select the size of the new cond. Project that 
will lead to the largest profit giving the uncertainty concerning the demand for cond.. 

3 So , it is clear that the decision is to select the best size for the cond. complex . 



3 PDC has the following three decision alternatives 




s dl = a small complex with 30 cond. 
s d2 = a medium complex with 60 cond. 
s d3 = a large complex with 90 cond. 



3 A factor in selecting the best decision alternatives is the uncertainty associated with the 
chance event concerning the demand for the cond. 



3 When asked about the possible demand for the cond. , the PDC’s president acknowledge a 
wide range of possibilities , but decided that it would be adequate to consider two 
possible chance event outcomes : 

s Strong demand and , 
v' Weak demand. 
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3 In decision analysis the possible outcomes for a chance event are referred to as states of 
nature . The state of nature are defined so that one and only one of the possible states of 
nature will occur . 



3 For the PDC problem , the chance event concerning the demand for conds. has two states of 

nature : 

s SI = Strong demand for the conds. 
s S2 = Weak demand for the conds. 



3 Thus , management must first select a decision alternative (Complex Size ) , then a state of 
nature follows (demand for the cond.) , and finally a consequence will occur . In this case , the 
consequence is the PDC’s profit . 



Payoff Tables 



3 Given the three decision alternatives and the two state of nature , which complex size should 
PDC choose ? 

3 To answer this question , PDC will need to know the consequence associated with each 
decision alternatives and each state of nature. 

3 In decision analysis , we refer to the consequence resulting from a specific combination of a 
decision alternatives and a state of nature as Payoff . 



Payoff Table for the PDC cond. Project (Payoffs in $ Million) 




State of Nature 


Decision Alternatives 


Strong Demand SI Weak Demand S2 


Small complex dl 


8 7 


Medium Demand d2 


14 5 


Large complex d3 


20 -9 



Decision Trees and Expected Value 



A decision tree is a means of determining the best course of action when there are several possible 
decision choices under a condition of risk . 

3 In words, the expected value of a decision alternative is the sum of weighted payoffs for the decision alternative. 
The weight for a payoff is the probability of the associated state of nature and therefore the probability that the 
payoff will occur. Let us return to the PDC problem to see how the expected value approach can be applied . 

3 PDC is optimistic about the potential for the luxury high-rise condominium complex. 

3 suppose that this optimism leads to an initial subjective probability assessment of 0.8 that demand will be strong 
(si) and a corresponding probability of 0.2 that demand will be weak (s2). 

3 Thus, P (si) = 0.8 and P (s2) = 0.2 . Using the payoff values in Table 4.1 and equation (4.4), 
we compute the expected value for each of the three decision alternatives as follows: 

EV (dl) = 0.8(8) + 0.2(7) = 7.8 

EV(d2) = 0.8(14) + 0.2(5) = 12.2 

EV(d3) = 0.8(20) + 0.2( -9) = 14.2 

3 Thus, using the expected value approach, we find that the large condominium complex, with an 
expected value of $14.2 million, is the recommended decision. 

3 The calculations required to identify the decision alternative with the best expected value can be 
conveniently carried out on a decision tree. Figure 4.3 shows the decision tree for the PDC problem 
with state-of-nature branch probabilities. Working backward through the decision tree, we first compute 
the expected value at each chance node. That is, at each chance node, we weight each possible payoff 
by its probability of occurrence. By doing so, we obtain the expected values for nodes 2, 3, and 4, as 
shown in Figure 4.4. 
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Z> Because the decision maker controls the branch leaving decision node 1 and because we are trying to 
maximize the expected profit, the best decision alternative at node 1 is d3. 



Z> Thus, the decision tree analysis leads to a recommendation of d3 with an expected value of 
$14.2 million. Note that this recommendation is also obtained with the expected value 
approach in conjunction with the payoff table. 



Z> Other decision problems may be substantially more complex than the PDC problem, but if a 
reasonable number of decision alternatives and states of nature are present, you can use the 
decision tree approach outlined here. First, draw a decision tree consisting of decision nodes, 
chance nodes, and branches that describe the sequential nature of the problem. 

O If you use the expected value approach, the next step is to determine the probabilities for 
each of the states of nature and compute the expected value at each chance' node. Then 
select the decision branch leading to the chance node with the best expected value. The 
decision alternative associated with this branch is the recommended decision. 

O Figure 4.3 PDC DECISION TREE WITH STATE-OF-NATURE BRANCH PROBABILITIES 



Strong (si) 







Weak (s2) 

P (s2) = 0.2 



Z> Figure 4.4 APPLYING THE EXPECTED VALUE APPROACH USING DECISION TREES 




© 



EV (d1)= 0.8(8) + 0.2(7) = $7.8 



EV (d2)= 0.8(14) + 0.2(5) = 
$12.2 



EV (d1)= 0.8(20) + 0.2(-9) = 
$14.2 
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Expected Value of Perfect Information 



Suppose that PDC has the opportunity to conduct a market research study that would help 
evaluate buyer interest in the condominium project and provide information that management 
could use to improve the probability assessments for the states of nature. To determine the 
potential value of this information, we begin by supposing that the study could provide perfect 
information regarding the states of nature; that is, we assume for the moment that PDC could 
determine with certainty, prior to making a decision, which state of nature is going to occur. 

To make use of this perfect information, we will develop a decision strategy that PDC should 
follow once it knows which state of nature will occur. A decision strategy is simply a decision rule 
that specifies the decision alternative to be selected after new information becomes available. 

To help determine the decision strategy for PDC, we have reproduced PDC's payoff table as 
Table 4.6. 



Note that, if PDC knew for sure that state of nature SI) would occur, the best decision alternative 
would be d3, with a payoff of $20 million. 

Similarly, if PDC knew for sure that state of nature S2 would occur, the best decision alternative 
would be dl, with a payoff of $7 million. 



3 Thus, we can state PDC's optimal decision strategy when the perfect information becomes 
available as follows:. 



If si , select d3 and receive a payoff of $20 million. 
If s2, select dl and receive a payoff of $7 million. 



3 What is the expected value for this decision strategy? To compute the expected value with we 
return to the original probabilities for the states of nature : 

3 P(s1)= 0.8, and P(s2) = 0.2. 

• Thus, there is a 0.8 probability that the perfect information will indicate state of nature si and 
the resulting decision alternative d3 will provide a $20 million profit. Similarly, with a 0.2 
probability for state of nature s2, the optimal decision alternative d) will provide a $7 million 
profit. Thus, from equation (4.4), the expected value of the decision strategy that uses perfect 

inf ormation is 

0.8(20) + 0.2(7) = 17.4 



• We refer to the expected value of $1 7.4 million as the expected value with perfect information 
(EVwPI). 

3 Earlier in this section we showed that the recommended decision using the expected value 
approach is decision alternative d3, with an expected value of $14.2 million. Because this 
decision recommendation and expected value computation were made without the benefit of 
perfect information, $14.2 million is referred to as the expected value without perfect 
information (EVwoPI). 



The expected value of the perfect information (EVPI) 



3 The expected value with perfect information is $17.4 million, and the expected value without 
perfect information is $14.2; therefore, the expected value of the perfect information (EVPI) is 
$17.4- $14.2= $3.2 million. 

3 In other words, $3.2 million represents the, additional expected value that can be obtained if 
perfect information were available about the states of nature. 
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3 Generally speaking, a market research study will not provide "perfect" information; however, if 
the market research study is a good one, the information gathered might be worth a sizable 
portion of the $3.2 million. Given the EVPI of $3.2 million, PDC should seriously consider the 
market survey as a way to obtain more information about the states of nature. 



F.4.6 : PAYOFF TABLE FOR THE PDC CONDOMINIUM PROJECT ($ MILLION) 

State of Nature 


Decision Alternative 


Strong Demand s 1 


Weak Demand S2 


Small complex, dl 


8 


7 


Medium complex, d2 


14 


5 


Large complex, d3 


20 


-9 



In general, the expected value of perfect information is computed as follows: 

EVPI = IEVwPI - EVwoPII 

where 

EVPI = expected value of perfect information 

EVwPI = expected value with perfect information about the states of nature 
EVwoPI = expected value without perfect information about the states of nature 



Sensitivity analysis is especially useful and significant when probabilities of states of nature and 
decision payoffs are derived subjectively rather than by using objectively quantifiable information 



Sensitivity (Postoptimality) Analysis 



Definition 

Sensitivity analysis. A what-if technique that managers use to calculate how an outcome will 
change if the original predicted data are not achieved or if an underlying assumption changes. 

It is particularly helpful when there is a great deal of uncertainty about the various Inputs to a 
decision model. 



Typical Application of Sensitivity (Postoptimality) Analysis 



Budgeting 

Sensitivity analysis adds an extra dimension to budgeting. It enables managers to examine how 
budgeted amounts change with changes in the underlying assumptions. This assists managers in 
monitoring those assumptions that are most critical to a company in attaining its budget and 
allows them to make timely adjustments to plans when appropriate. 

Linear programming 

In linear programming problems, sensitivity is the range within which a constraint value, such as a 
cost coefficient or any other variable, may be changed without changing the optimal solution. 
Shadow price is the synonym for sensitivity in that context. 

Sensitivity analysis is the study of how changes in the coefficients of a linear programming 
problem affect the optimal solutions. 

Discounted cash flow methods 

In the application of discounted cash flow methods (e.g., net present value), a sensitivity analysis 
might be performed to ascertain the effects of variability of the discount rate or periodic cash 
flows. 

Financial planning models 
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Financial planning models, including those for cash flows and capital budgeting, are other 
significant applications of sensitivity analysis. For example, changes in selling prices or resource 
costs may affect available cash and require more or less short-term borrowing. 

CVP analysis 

The calculation of the margin of safety in a CVP analysis. 

Other uses for sensitivity analysis are "What-if" analysis to determine the effect on a project if one 
variable changes. 



THE IMPORTANCE OF SENSITIVITY ANALYSIS 



One of the primary advantages of conducting sensitivity analysis is the ability to isolate risks 
associated with particular components of operations and to develop contingency plans for dealing 
with these risks 

3 Sensitivity analysis is important to decision makers because real world problems exist in a 
changing environment. Prices of raw material change, product demand change , and so on. If 
a leaner programming model has been used in such an environment, we can expect some of 
the coefficients in the model to change over time. 

s e.g., economic conditions, is a type of the decision variables outside the control of the 
decision maker, so it called “Exogenous variables”. 

3 As a result, we will want to determine how changes affect the optimal solution. Sensitivity 
analysis provides information needed to respond to such changes without requiring a 
complete solution of a revised linear programming. 
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Self Assessment Quiz 
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CMA Exam Retired Questions 



(1)2. The table below shows the estimated probabilities of the percent of defective units resulting from a 
production run. 

Percent Defective Probability 



2% 


30% 


3% 


50% 


4% 


20% 



The expected percent defective for a production run would be 

a. 1.50%. 

b. 2.30%. 

c. 2.90%. 

d. 3.00%. 

(2) 3. Reeves Inc. has developed a new production process to manufacture its product. The new 

process is complex and requires a high degree of technical skill. However, management believes 
there is a good opportunity for the employees to improve as they become more familiar with the 
production process. The production of the first unit requires 100 direct labor hours. If a 70% 
learning curve is used, the cumulative direct labor hours required to produce a total of eight units 
would be 

a. 196 hours. 

b. 274 hours. 

c. 392 hours. 

d. 560 hours. 

(3) 4. A forecasting technique that is a combination of the last forecast and the last observed value is called 

a. Delphi. 

b. least squares. 

c. regression. 

d. exponential smoothing. 

(4) 5. A large manufacturer’s forecast of total sales revenues for a year is least likely to be influenced by 

a. the seasonal pattern of sales revenues throughout the year. 

b. anticipated interest rates and unemployment rates. 

c. expected shortages of key raw materials. 

d. input from sales personnel. 

(5) 16. CSO: lA2a LOS: lA2c 

In order to analyze sales as a function of advertising expenses, the sales manager of Smith Company 
developed a simple regression model. The model included the following equation, which was based on 
32 monthly observations of sales and advertising expenses with a related coefficient of determination 
of .90. 

S = $10,000 + S2.50A 
S = sales 

A = advertising expenses 

If Smith Company’s advertising expenses in one month amounted to $1,000, the related point estimate 
of sales would be 

a. $2,500. 

b. $11,250. 

c. $12,250. 

d. $12,500. 
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(6) 17. CSO: lA2a LOS: lA2a 

The results of regressing Y against X are as follows. 

Coefficient 

Intercept (Fixed cost) 5.23 
Slope(Variable cost) 1.54 

When the value of X (Volume) is 10, the estimated value of Y(Total cost)is 

a. 6.78. 

b. 8.05. 

c. 20.63. 

d. 53.84. 

(7) 18. CSO: lA2b LOS: lA2d 

Which one of the following techniques would most likely be used to analyze reductions in the time 
required to perform a task as experience with that task increases? 

a. Regression analysis. 

b. Learning curve analysis. 

c. Sensitivity analysis. 

d. Normal probability analysis. 

(8) 19. CSO: lA2b LOS: lA2e 

Aerosub Inc. has developed a new product for spacecraft that includes the manufacturing of a complex 
part. The manufacturing of this part requires a high degree of technical skill. Management believes 
there is a good opportunity for its technical force to learn and improve as they become accustomed to 
the production process. The production of the first unit requires 10,000 direct labor hours. If an 80% 
learning curve is used and eight units are produced, the cumulative average direct labor hours required 
per unit of the product will be 

a. 5,120 hours. 

b. 6,400 hours. 

c. 8,000 hours. 

d. 10,000 hours. 

(9) 20. CSO: lA2b LOS: lA2d 

A manufacturing firm plans to bid on a special order of 80 units that will be manufactured in lots of 10 
units each. The production manager estimates that the direct labor hours per unit will decline by a 
constant percentage each time the cumulative quantity of units produced doubles. The quantitative 
technique used to capture this phenomenon and estimate the direct labor hours required for the special 
order is 

a. cost-profit- volume analysis. 

b. the Markov process. 

c. linear programming analysis. 

d. learning curve analysis. 

(10) 21. CSO: lA2b LOS: lA2e 

A manufacturing company has the opportunity to submit a bid for 20 units of a product on which it has 
already produced two 10-unit lots. The production manager believes that the learning experience 
observed on the first two lots will continue for at least the next two lots. The direct labor required on 
the first two lots was as follows. 

• 5,000 direct labor hours for the first lot of 10 units 

• 3,000 additional direct labor hours for the second lot of 10 units 
The learning rate experienced by the company on the first two lots of this product is 

a. 40.0%. 

b. 60.0%. 

c. 62.5%. 

d. 80.0%. 
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Answers CMA Exam Retired Questions 



2. C 

3. B 

4. D 

5. A 

16. D 

17. C 

18. B 

19. A 

20. D 

21. D 
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Essay 

Scenario 

(Exam will contain two 30-minute essay questions) 
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SELF-STUDY PROBLEMS 
1. MASTER BUDGET 

1 .Hansell Company's management wants to prepare budgets for one of its products, duraflex, for July 
2002. The firm sells the product for $40 per unit and has the following expected sales units for these 
months in 2002: 



April 


May 


June 


July 


Aug. 


Sep. 


5,000 


5,400 


5,500 


6,000 


7,000 


8,000 



• The production process requires 4 pounds of dura-1000 and 2 pounds of flexplas. 

• The firm's policy is to maintain a minimum of 1 00 units of duraflex on hand at all times with no 
fewer than 10 percent of units on hand at the end of a period to meet the expected sales for the 
following month. 

• All materials inventories are to be maintained at 5 percent of the production needs for the next 
month, but not to exceed 1000 pounds. 

• The firm expects all inventories at the end of June to be within the guidelines. The purchase 
department expects the materials to cost $1 .25 per pound and $5.00 per pound of dura-1000 and 
flexplas, respectively. 

• The production process requires direct labor at two skill levels. 

o The rate for labor at the K1 02 level is $50 per hour and for the K1 75 level is $20 per hour. 
The K102 level can process one batch of duraflex per hour; each batch consists of 100 
units. 

o The manufacturing of duraflex also requires one-tenth of an hour of K1 75 workers' time for 
each unit manufactured. 

• Manufactured overhead is allocated at the rate of $200 per batch and $30 per direct labor-hour. 

Required On the basis of the preceding data and projections, prepare the following budgets for July 
2002 : 

a. Sales budget (in dollars). 

b. Production budget (in units). 

c. Production budget for August (in units). 

d. Direct materials purchase budget (in pounds). 

e. Direct materials purchase budget (in dollars). 

f. Direct manufacturing labor budget (in dollars). 



g. define the role of sales budget in the development of the annual profit plan and identity the factors 
that should be considered when preparing a sales forecast and evaluate the feasibility of the sales 
forecast based on business and economic information provided. 

h. explain the relationship between the sales budget and the production budget and identity the role 
that inventory levels play in the preparation of a production budget and define other factors that 
should be considered when preparing a production budget. 

i. identify the relationship between the direct materials budget, the direct labor budget, and the 
production budget 

j. explain how inventory levels and procurement policies affect the direct materials budget 

k. identify and describe alternative ways of allocating employee benefit expense. 

l. Identify the components of the selling and administrative budget and explain how specific 
components of the selling and administrative budget may affect the contribution margin. 
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m. define the purposes of the cash budget and describe the relationship between the cash budget 
and all other budgets and identify the relationship between credit policies and purchasing (payables) 
policies and the cash budget. 

n. define the purpose of a pro forma income statement, a pro forma statement of financial position, 
and a pro forma cash flow statement and identify the relationship among these statements and all 
other budgets ( evaluate whether a company has achieved strategic objectives based on pro forma 
income statements). 

o. Outline the budgeting process. 



Prepared by: Sameh.Y.El-lithy. CMA,CIA. 



176 



^ THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 



1. Master Budget 



Sales Budget (In dollars). 

HANSEN COMPANY 
Sales Budget 
For July 2002 

Budgeted sales in units 
Budgeted selling price per unit 
Budgeted sales 



b. 


HANSEII COMPANY 








Production Budget (in units) 








For July 2002 






Desired ending inventory (July 31) 








(The higher of 100 and 7,000 x 0,1) 






700 


Budgeted sales for July 2002 




+ 


6,000 


Total units needed for July 2002 






6700 


Beginning inventory (July 1) 




- 




(The higher of 100 and 6,000 x 0,1) 






600 


Units to manufacture in July 






6100 



C. 


HANSEII COMPANY 








Production Budget (in units) 








For August 2002 






Desired ending inventory (8,000 x 0,1) 






800 


Budgeted sales 




+ 


7,000 


Total units needed 






7800 


Beginning inventory 




- 


700 


Units to manufacture in August 






7100 



d. HANSEII COMPANY 

Direct Materials Purchases Budget (in 
pounds) 

For July 2002 



6,000 
S 40 
$ 240,000 
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Direct Materials 
Dura-1000 Flexplas 

(41b. each) (21b. each) 



Materials required for budgeted 
production (6,100 units of duraflex) 


24400 


12200 


Add: Target inventories (lower of 1,000 or 5 percent of 
August production needs) 


1000 


710 


Total materials requirements 


25400 


12910 


Less: Expected beginning inventories (lower of 1,000 
or 5 percent) 


1000 


610 


Direct materials to be purchased 


24400 


12300 



HANSEII COMPANY 
Direct Materials Purchases Budget (in 
e. dollars) 

For July 2002 





Budgeted 


Expected 




Purchases 


Purchase 




(Pounds) 


Price per Unit 


Dura-IOOO 


24400 


1.25 


Flexplas 


12300 


5 



Budgeted purchases 

HANSEII COMPANY 

f. Direct Manufacturing labor Budget 

For July 2002 





Direct 


Number 






Rate 








Labor-Hours 


of 


Total 




per 








per Batch 


Batches 


Hours 




Hour 






KI02 Hours 


1 


61 




61 




50 


S 


K17SHours 


10 


61 




610 




20 


S 


Total 








671 






S 



Total 

30.500 

61.500 

92,000 



3,050 

12,200 

15,250 
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q. define the role of sales budget in the development of the annual profit plan. 

Normally, the preparation of a sales budget is the first step in the comprehensive budget process. 
Once sales have been determined, related budgets can be prepared, e.g., the production budget,, 
expense budgets, and pro forma financial statements. 

A sales budget shows expected sales in units at their expected selling prices. Preparation of the 
sales budget for a period usually starts with the firm's forecasted sales level, production capacity, and 
long-term and short-term objectives. 

A sales budget is the cornerstone of budget preparation because a firm can complete the plan for 
other activities only after it identifies the expected sales level. A manufacturing firm cannot complete 
its production schedule without knowing the number of units it must produce, and the number of units 
to be produced can be ascertained only after the firm knows the number of units budgeted to be sold 
for the period. 

A sales forecast estimates future sales of the firm's products and is the starting point in preparing 
sales budgets for the period. An accurate sales forecast enhances the usefulness of the budget as a 
planning and control tool. 

Sales forecasting by its nature is subjective. To reduce subjectivity in forecasts, many firms generate 
several independent sales forecasts as a standard procedure. A firm can, for example, have its 
market research unit, the manager of its business unit, and the sales department of its budget unit 
prepare a sales forecast. As a result, the volume of sales in the sales budget would be the one that 
all parties agree is the most likely prediction. 

The following are among the factors that should be considered in sales forecasting: 

• Current sales levels and sales trends of the past few years. 

• General economic and industry conditions. 

• Competitors' actions and operating plans. 

• Pricing policies. 

• Credit policies. 

• Advertising and promotional activities. 

For example, 

a) The company may determine that demand is highly elastic for its mature products and that growth 
will come only from new product introductions and from cost savings on existing products. 

b) At the same time, the company determines that a tight monetary policy on the Fed's part must 
cause the firm to tighten its credit standards. 

c) Simultaneously, a competitor that the firm knows is a low-cost producer is also considering moving 
into the markets that the budgeting company is considering. 

All of these factors must be taken into account when forming expectations about product sales for the 
coming budget cycle. 

h. explain the relationship between the sales budget and the production budget and identity 
the role that inventory levels play in the preparation of a production budget and define other 
factors that should be considered when preparing a production budget. 

The production budget follows the sales budget. Once a firm knows its expected sales, production 
can be estimated. The production budget is based on assumptions appearing in the sales budget. A 
production budget is a plan for acquiring and combining the resources needed to carry out the 
manufacturing operations that allow the firm to satisfy its sales goals and have the desired amount of 
inventory at the end of the budget period. The total number of units to be produced depends on the 
budgeted sales, the desired amount of finished goods ending inventory, and the units of finished 
goods beginning inventory as described in the following: 
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Budgeted Budgeted Desired ending Beginning 

production = sales + inventory - inventory 

(in units) (in units) (in units) (in units) 

Selecting the desired ending inventory for a period requires balancing opposing goals. On one hand, 
a firm does not want to lose sales because of insufficient inventory. On the other hand, having an 
excessive amount of inventory on hand is costly. 

Thus, the organization must determine how quickly it can increase production if demand warrants and 
then set its desired production and inventory levels accordingly. 

For a firm using a just-in-time system, for example, the desired ending as well as the beginning 
inventory will be a small amount or zero. Other factors that affect a production budget include 
company policies regarding stabilizing production versus flexible production schedules that minimize 
finished inventories, conditions of production equipment, availability of production resources such as 
materials and laborers, and experience with production yield and quality. 

The production manager reviews the production budget to ascertain that the firm can attain the 
budgeted level of production with the facilities available, keeping in mind the other activities 
scheduled for the same period. If the production level exceeds the maximum capacity available, 
management can either revise the budgeted sales level or find alternatives to satisfy the demand. If 
the available capacity exceeds the budgeted production level, management might want to find 
alternative uses for the idle capacity or schedule other activities such as preventive maintenance and 
trial runs of new production processes. This ability to coordinate sales -needs and production 
activities is another benefit of having a budget that allows firms to identify mismatches between 
capacity and output. 

i. identify the relationship between the direct materials budget, the direct labor budget, and the 
production budget 

All of these budgets are interrelated because a change in one budget may require a change in 
another budget. As production changes, the amount of labor and material will change. As the amount 
of labor changes, there may need to be a change in indirect materials and indirect labor. Indirect 
materials are materials used in the manufacturing process but their costs are not directly traceable to 
any particular product. Indirect labor would be the same thing. An example of indirect labor would be 
the wages of a janitor who cleans up the plant, since his wages cannot be traced to any one product. 
As these items change, there may also be a change required in the overhead budget, caused by, for 
example, changes in the amount of electricity the company expects to use or changes in the required 
amount of equipment maintenance. Because of the way that individual budgets are connected to 
each other, a change in one budget will almost always affect at least one other budget. 

i. explain how inventory levels and procurement policies affect the direct materials budget 

To minimize raw materials carrying costs and obsolescence, the purchasing of .inputs is tied closely 
to the projections contained in the production budget. 

k. identify and describe alternative wavs of allocating employee benefit expense. 

Consider the classification of manufacturing labor payroll fringe costs (for example, employer 
payments for employee benefits such as Social Security, life insurance, health insurance, and 
pensions). Some companies classify these costs as manufacturing overhead costs. In other 
companies, the fringe benefits related to direct manufacturing labor are treated as an additional direct 
manufacturing labor cost. The latter approach is preferable because the stated wage and the fringe 
costs together are a fundamental part of acquiring direct manufacturing labor services. 
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l. Identify the components of the selling and administrative budget and explain how specific 
components of the selling and administrative budget may affect the contribution margin. 

The selling and general administrative expense budget contains all nonmanufacturing expenses 
expected in the budget period. Portions of selling and administrative expenses are variable while 
others are fixed. Selling and administrative expense budgets are prepared by various departments in 
a manner consistent with either planned sales volume or the fixed character of the expenses. The 
selling and a administrative budget needs to be detailed in order that the key assumptions associated 
with it can be better understood. 

This budget is important as a guideline for operations. However, using this budget to evaluate 
performance must be done carefully, because many items in it are discretionary expenditures and 
have mostly long-term impacts. 

For example, a manager could cut expenditures for customer service from $200,000 to $50,000 to 
improve earnings and to show that he or she has good control of expenses. The manager's incentive 
is a reward in the form of a bonus or promotion resulting from the likely short-term result of this 
expenditure reduction. The customer service reduction probably will not have any immediate effect on 
sales but will most likely have negative consequences for the firm in the future. Hence, firms must be 
wary of taking a short-term perspective when preparing a selling and administrative expense budget 

Another alternative to present S,G&A budget preparation of the individual costs in the value chain 
activities except the production activity, in this format the firm will prepare both upstream (R&D) and 
downstream (marketing, distribution, customer service )cost budgets . 

The variable and fixed portions of selling and administrative costs must be treated separately. 

1) Some S&A costs vary directly and proportionately with the level of sales. As more product is sold, 
sales representatives must travel more miles and serve more customers. 

2) Other S&A expenses, such as sales support staff, are fixed; they must be paid no matter the level 
of sales. 

3) As the variable portion of S&A costs increases, contribution margin, i.e., the amount available for 
covering fixed costs, is decreased: . 

Note that management can make tradeoffs among elements of selling and administrative expenses 
that can affect contribution margin. 

1) For example, use of fixed advertising expense will increase contribution margin, while the same 
sales level might be reached using variable sales commissions, a method that would reduce 
contribution margin. 

m. define the purposes of the cash budget and describe the relationship between the cash 
budget and all other budgets and identify the relationship between credit policies and 
purchasing (payables) policies and the cash budget. 

The last schedule prepared before the financial statements is the cash budget. The cash budget is 
the most important part of a company’s budget program. The cash budget is a schedule of estimated 
cash collections and payments. The various operating budgets and the capital budget are inputs to 
the cash budgeting process. A cash budget may be prepared monthly or even weekly to facilitate 
cash planning and control. A cash budget is an example of a feedforward control because it 
anticipates cash needs and allows for the provision of resources to meet those needs. 

Cash budget and financing 

Having an adequate amount of cash on hand at all times is crucial for a business's survival and 
capturing opportunities. A cash budget brings together the anticipated effects of all budgeted 
activities on cash. It also delineates the expected cash receipts and disbursements during the budget 
period. By preparing a cash budget, management can ensure having sufficient cash on hand to carry 
out its planned activities, arrange financing in advance to avoid the high costs of emergency 
borrowing, and plan investments to earn the highest possible return from any excess cash on hand. 
For smaller firms and those with seasonal business, the cash budget is especially critical to ensuring 
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smooth operations and avoiding crises. The critical importance of having adequate cash to meet all 
operation needs leads many firms to consider cash budgets among the most important element of 
their master budget. A cash budget is particularly valuable in seasonal businesses in which a few 
months of revenues must be matched with 12 months of costs. Because a temporary shortage of 
cash may drive an otherwise financially sound organization into bankruptcy, proper planning can 
prevent financial embarrassment. 

A cash budget includes all items that affect cash flows and pulls data from almost all parts of the 
master budget. In preparing a cash budget, a firm reviews all budgets to identify all revenues, 
expenses, and other transactions that affect cash. But the cash budget should include all cash inflows 
and outflows during the period without regard to the accrual accounting treatment of the transactions. 

Major sections in the cash budget 

A cash budget generally includes three major sections: 

1. Cash available 

2. Cash disbursements 

3. Financing 

1. Cash available 

The cash available section details the sources of cash for operations to use. In general, an 
organization's two sources of cash are the cash balance at the beginning of the budget period and 
cash collections during that period. Cash collections include cash collected from sales and accounts 
and notes receivable. Factors that could affect cash sales and cash collection of accounts include the 
firm's sales levels, credit policy, and collection experience. 

A firm can engage in nonroutine transactions that generate cash. Examples are selling operating 
assets such as equipment or a building, or nonoperating assets such as land purchased for the site of 
a factory that the firm no longer intends to build. All proceeds from such sales should be included in 
the cash available section. 

2. Cash disbursements 

The cash disbursements section lists all payments, including those for purchases of direct materials 
and supplies, wages and salaries, operating expenses, interest expenses, and taxes. The difference 
between cash available and cash disbursements is the ending cash balance before financing. 

Credit and purchasing policies have a direct impact on the cash budget. 

a) Loose credit policies toward customers' credit result in delayed cash receipts. 

b) Taking advantage of purchase discounts results in accelerated cash outlays. 

3. Financing 

A firm must arrange for additional funds if its cash balance is expected to fall below the desired 
minimum balance set by management. On the other hand, when the firm expects to have a significant 
amount of excess cash, it must determine how to invest the excess. Return, liquidity, and risk must 
be weighed for alternative investments. Both the additional funding and planned investments are 
included in the financing section. 

The completed cash budget can be used to plan outside financing activities. For example, if the 
budget shows a cash deficit at some future date, the firm can plan ahead to borrow the necessary 
funds or sell stock. . 

Dividend policy can also be planned using the cash budget. For instance, dividend payment dates 
should correspond to a time when the firm has excess cash. 
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n. define the purpose of a pro forma income statement, a pro forma statement of financial 
position, and a pro forma cash flow statement and identify the relationship among these 
statements and all other budgets ( evaluate whether a company has achieved strategic 
objectives based on pro forma income statements). 

These financial statements are key elements in helping a company plan for the future. Based on 
these pro forma statements, a company can: determine if it is meeting its pre-determined targets, 
estimate the amount of external funding needed to support its projected sales growth; and perform 
sensitivity analysis to identjj5’ the impacts of estimates, operating, am/policy changes on selected 
financial ratios. 

This topic traces the process of creating pro forma financial statements using the percentage of sales 
method, which builds a pro forma income statement and then a pro farina balance sheet, and it 
shows an example of creating a pro forma statement of cash flows. It describes the process of 
assessing anticipated performance using pro forma financial statements, including performing 
sensitivity analyses. 



Pro forma statements represent a company’s projected financial statements and they are useful in 
the company’s planning process because these statements support four major functions. They help a 
company to: 

1 . Assess whether its anticipated performance is in line with its established targets. 

2. Anticipate the amount of funding needed to achieve its forecasted sales growth. 

3. Estimate the effects of changes in assumptions of key numbers by performing sensitivity 
analysis (i.e., what-if analysis). Sensitivity analysis helps to identify potential conditions that 
could lead to major problems for the company. This enables the company to plan for 
appropriate actions in case such an event should occur. In addition, sensitivity analysis also 
provides the company with the opportunity to analyze the impact of changing its operating 
plans. 

4. Pro forma financial statements are used to determine whether the company will be able to 
remain in compliance with the required covenants on its long-term debt. Long-term debt 
usually involves requirements for the company to maintain certain ratios in its financial 
statements, and these requirements are called covenants. Covenants are part of most loan 
agreements. One example of a covenant is a requirement that the company maintain a certain 
current ratio, such as at least 2 ;1 . If the company's current ratio falls below the required level, 
the company is technically in default on its debt, even though it may be making every 
scheduled payment. If that happens, the lender can legally demand payment of the entire loan 
balance immediately, which could force the company into bankruptcy. Therefore, it is very 
important that the company maintain compliance with its debt covenants. Some of the usual 
covenants Include maintenance of a minimum current ratio, maintenance of a minimum debt 
ratio, and maintenance of a minimum Interest coverage ratio. 5o calculation and analysis of 
these ratios need to be a part of the analysis of the pro forma statements. 

The debt to total assets ratio (also called the debt ratio) The total debt ratio measures the 
percentage of funds provided by creditors. It determines long-term debt-payment ability and 
the degree to which creditors are protected from the firm’s insolvency. Hence, creditors prefer 
this ratio to be low as a cushion against losses. 

The pro forma income statement is used to decide whether the budgeted activities will result in an 
acceptable level of income. If the initial pro forma income shows a loss or an unacceptable level of 
income, adjustments can be made to the component parts of the master budget. 

Other strategic objectives can also be observed from the pro forma income statement, such as 
desired rates of return, debt ratio, and the interest coverage ratio (times interest earned). The 
adequacy of earnings per share can also be observed from the pro forma income statement. 
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Once the company’s dividend policy has been factored in to determine the amount of dividends to be 
paid, the amount of projected retained earnings will then be added to its current balance sheet to 
create the pro forma balance sheet, information from the company’s capital expenditure budget and 
cash budget will also be used to help formulate the pro forma balance sheet, Once the pro forma 
income statement and balance sheet are compiled, the information can then be used to create the 
pro forma statement of cash flows. 

Earnings Per Share. 

Complete the Income statement. Interest expense is subtracted from EBIT to calculate EBT. We then 
subtract tax at a given tax rate to calculate net Income before preferred dividends; and then we 
subtract preferred dividends to calculate net Income available to common shareholders. Net Income 
available to common shareholders divided by the number of shares of common stock will give us 
Earnings Per Share. (For forecasting purposes, we do not distinguish between Basle Earnings Per 
Share and Diluted Earnings Per Share.) Common dividends per share multiplied by the number of 
common shares equals the total dividends paid on common stock. The forecasted addition to 
retained earnings is net Income available to common stockholders minus total common dividends. 
(Note that this is the same as net Income minus preferred dividends minus common dividends.) 

The pro forma balance sheet is prepared using the cash and capital budgets and the pro forma 
income statement. 

1) The pro forma balance sheet is the beginning-of-the-period balance sheet updated for projected 
changes in cash, receivables, payables, inventory, etc. 

2) If the balance sheet indicates that a contractual agreement may be violated, the budgeting process 
must be repeated. 

a) For example, some loan agreements require that owners' equity be maintained at some 
percentage of total debt or that current assets be maintained at a given multiple of current liabilities. 

The pro forma statement of cash flows classifies cash receipts and disbursements depending on 
whether they are from operating, investing, or financing activities. 

1) The direct presentation reports the major classes of gross cash operating receipts and 'payments 
and the difference between them. 

2) The indirect presentation reconciles net income with net operating cash flow. 

Under GAAP, this reconciliation must be disclosed whichever presentation is chosen. 

a) The reconciliation requires balance sheet data, such as the changes in accounts receivable, 

accounts payable, and inventory, as well as net income. 

d. All the pro forma statements are interrelated (articulated), e.g., the pro forma cash flow statement 
will include anticipated borrowing. The interest on this borrowing will appear in the pro forma income 
statement. 

o. Outline the budgeting process. 

The traditional budgeting process can range from the informal simple processes small firms use that take only days or 
weeks to complete to elaborate, lengthy procedures large firms or governments employ that span months from start to final 
approval. The process usually includes the formation of a budget committee; determination of the budget period; 
specification of budget guidelines; preparation of the initial budget proposal; budget negotiation, review, and approval; and 
budget revision. 

Budget Committee 

The budget committee oversees all budget matters and often is the highest authority in an organization for all matters 
related to the budget. The committee sets and approves the overall budget goals for all major business units, coordinates 
budget preparation, resolves conflicts and differences that may arise during budget preparation, approves the final budget, 
monitors operations as the year unfolds, and reviews the operating results at the end of the period. The budget committee 
also approves major revisions of the budget during the period. A typical budget committee includes the chief executive 
officer (CEO) or one or more vice presidents, heads of strategic business units, and the chief financial officer (CFO). 
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A budget usually is prepared for a set time, most commonly for the fiscal year with subperiod budgets for each of the 
constituent quarters or months. Synchronizing the budget period with the organization’s fiscal period for external financial 
reporting eases budget preparation and facilitates comparisons and reconciliation of actual results with the budgeted 
amounts. 

In practice, firms seldom have budgets for only one year. The budgets for the years beyond the coming year, however, 
usually contain only essential operating data. For example, Johnson & Johnson has only skeleton budgets for its 5- and 10- 
year budgets. Having a long-term budget in parallel with the master budget allows alignment of strategic goals and short- 
term operations. 

Budget Guidelines 

In a traditional budgeting process the budget committee is responsible for providing initial budget guidelines that set the 
tone for the budget and govern its preparation. The committee issues budget guidelines after careful considerations on the 
general outlook of the economy and the market; the organization’s strategic goals, long-term plan, strategic projects, and 
expected operating result of the current period; specific corporate decisions or policies such as mandates for downsizing, 
reengineering, pollution control, and special promotions; and short-term objectives. All responsibility centers (or budget 
units) follow the budget guidelines in preparing their budgets. 

Initial Budget Proposal 

Each responsibility center prepares its initial budget proposal based on the budget guidelines. In addition, budget units 
need to consider a number of internal factors in preparing their budget proposals, including: 

• Changes in availability of equipment or facilities. 

• Adoption of new or improved operating processes and planned efficiency gains. 

• Changes in product and/or service design and mix of offerings. 

• Introduction of new products and services. 

• Consumption rates of activities and their resources for the recurring volume and mix of products and services. 

• Changes in expectations or operating processes of other budget units that the budget unit relies on for its input materials 
or other operating factors. 

• Changes in other operating factors or in the expectations or operating processes in those other budget units that rely on 
the budget unit to supply them components. Inevitably, external factors have effects on operations and a budget cannot be 
completed without careful examination of important external factors such as: 

• The industry’s outlook for the near term. 

• Competitors’ actions. 

• Threat to entry. 

• Substitute products. 

• Bargaining power of customers. 

• Bargaining power (availability and price) of input suppliers (raw materials, components, and labor). 

Negotiation, Review, and Approval 

The executives of budget units examine initial budget proposals. The examination includes determining adherence to the 
budget guidelines, verifying that the budget goals can be reasonably attained and are in line with the goals of the 
immediately higher organizational unit, and assuring that the budgeted operations are consistent with those of other budget 
units. 

As budget units complete their budgets within the units, the budgets go through successively higher levels of the 
organization until they reach the top level and the combined unit budgets become the organization’s budget. The budget 
committee reviews the budget for consistency with the budget guidelines, attainment of the desired short-term goals and 
strategic objectives of the organization. The budget committee gives final approval, and the CEO then approves the entire 
budget and submits it to the board of directors. 

Revision 

No budget is ever cast in stone. As operations unveil, newly learned internal factors or external situations may make it 
necessary to revise the budget. Procedures for budget revisions vary among organizations. For organizations that allow 
budget revisions only under special circumstances, obtaining approval to modify a budget can be difficult. Not all events, 
however, unfold as predicted in a budget. Strictly implementing a budget as prescribed, even when the actual events differ 
significantly from those expected, certainly is not a desirable behavior. In such cases, managers should be encouraged not 
to rely on the budget as the absolute guideline in operations. 
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Activity-based budgeting (ABB). Budgeting approach that focuses on the budgeted cost 
of the activities necessary to produce and sell products and services. 

activity-based budgeting (ABB) A budgeting process that is based on activities and 
associated activity costs to support production and sales 

authoritative standard A standard determined solely or primarily by management 

Benchmarking. The continuous process of comparing the levels of performance in 
producing products and services and executing activities against the best levels of 
performance in competing companies or in companies having similar processes. (244) 

benchmarking A process by which a firm identifies its critical success factors, studies the 
best practices of other firms (or other business units within a firm) for achieving these critical 
success factors, and then implements improvements in the firm’s processes to match or beat 
the performance of those competitors 

Benchmarking A systematic approach to identifying the activities with the greatest potential 
for improvement. 

Breakeven point (BEP). Quantity of output sold at which total revenues equal total costs, 
that is where the operating income is zero. 

Break-even point The level of sales at which profit is zero. 

breakeven point The point at which revenues equal total costs and profit is zero 

Budget. Quantitative expression of a proposed plan of action by management for a specified 
period and an aid to coordinating what needs to be done to implement that plan. 

budget A detailed plan for the acquisition and use of financial and other resources over a 
specified period of time — typically a fiscal year 

Budget A detailed plan for the future, usually expressed in formal quantitative terms 

Budget A quantitative plan for acquiring and using resources over a specified time period. 

Budgetary slack. The practice of underestimating budgeted revenues, or overestimating 
budgeted costs, to make budgeted targets more easily achievable. 

budgetary slack The “cushion” managers intentionally build into budgets to help ensure 
success in meeting the budget 

budgeted capacity utilization The planned (forecasted) output for the coming period, 
usually a year 

Budgeted cost. Predicted or forecasted cost (future cost) as distinguished from an actual or 
historical cost. 

Budget committee A group of key managers who are responsible for overall budgeting 
policy and for coordinating the preparation of the budget. 
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budgeting The process of projecting continuing operations and projects and then reflecting 
their financial impact 

Budgeted indirect-cost rate. Budgeted annual indirect costs in a cost pool divided by the 
budgeted annual quantity of the cost allocation base. 

Budgeted performance. Expected performance or a point of reference to compare actual 
results. 

capital budget A listing of approved investment projects for a given accounting period 

Capital budgeting The process of planning significant investments in projects that have long 
term implications such as the purchase of new equipment or the introduction of a new 
product. 

Cash budget. Schedule of expected cash receipts and disbursements. 

cash budget A schedule depicting the effects on cash of all budgeted activities 

Cash budget A detailed plan showing how cash resources will be acquired and used over a 
specific time period. 

Chief Financial Officer (CFO) The member of the top management team who is responsible 
for providing timely and relevant data to support planning and control activities and for 
preparing financial statements for external users. 

Coefficient of determination (r2). Measures the percentage of variation in a dependent 
variable explained by one or more independent variables. 

R 2 A measure of goodness of fit in least-squares regression analysis. It is the percentage of 
the variation in the dependent variable that is explained by variation in the independent 
variable. 

R-squared A number between zero and one. Often it is described as a measure of the 
explanatory power of the regression; that is, the degree to which changes in the dependent 
variable can be predicted by changes in the independent variable 

Constant. The component of total cost that, within the relevant range, does not vary with 
changes in the level of the activity. Also called intercept. 

Continuous budget. See rolling budget. 

Continuous budget A 12-month budget that rolls forward one month as the current month is 
completed. 

continuous improvement (The Japanese word is kaizen.) A management technique in 
which managers and workers commit to a program of continuous improvement in quality and 
other critical success factors 

continuous-improvement standard A standard that gets progressively tighter over time 
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Control. Taking actions that implement the planning decisions, deciding how to evaluate 
performance, and providing feedback and learning that will help future decision making. 

control The set of procedures, tools, and systems that organizations use to reach their goals 

Control The process of instituting procedures and then obtaining feedback to ensure that all 
parts of the organization are functioning effectively and moving toward overall company 
goals. 

Control Those steps taken by management to increase the likelihood that all parts of the 
organization are working together to achieve the goals set down at the planning stage. 

Controlling Actions taken to help ensure that the plan is being followed and is appropriately 
modified as circumstances change. 

Controllability. Degree of influence that a specific manager has over costs, revenues, or 
related items for which he or she is responsible. 

Controllable cost. Any cost that is primarily subject to the influence of a given responsibility 
center manager for a given period. 

controllable cost A cost that a manager or employee has discretion in choosing to incur or 
can significantly influence the amount of within a given, usually short, period of time 

Controller. The financial executive primarily responsible for management accounting and 
financial accounting. Also called chief accounting officer. 

Controller The member of the top management team who is responsible for providing 
relevant and timely data to managers and for preparing financial statements for external 
users. The controller reports to the CFO. 

correlation A given variable tends to change predictably in the same or opposite direction 
for a given change in the other, correlated variable 

cost leadership A strategy in which a firm outperforms competitors by producing products or 
services at the lowest cost 

Cost-volume-profit (CVP) analysis. Examines the behavior of total revenues, total costs, 
and operating income as changes occur in the units sold, the selling price, the variable cost 
per unit, or the fixed costs of a product. 

cost-volume-profit (CVP) analysis A method for analyzing how various operating decisions 
and marketing decisions will affect net income 

Cost-volume-profit (CVP) graph A graphical representation of the relationships between an 
organization’s revenues, costs, and profits on the one hand and its sales volume on the other 
hand. 

Cumulative average-time learning model. Learning curve model in which the cumulative 
average time per unit declines by a constant percentage each time the cumulative quantity of 
units produced doubles. 
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currently attainable standard A level of performance that workers with proper training and 
experience can attain most of the time without extraordinary effort 

Degree of operating leverage A measure, at a given level of sales, of how a percentage 
change in sales will affect profits. The degree of operating leverage is computed by dividing 
contribution margin by net operating income. 

Dependent variable. The cost to be predicted. 

dependent variable The cost to be estimated 

Dependent variable A variable that responds to some causal factor; total cost is the 
dependent variable, as represented by the letter Y, in the equation Y_a_bX . 

design analysis A common form of value engineering in which the design team prepares 
several possible designs of the product, each having similar features with different levels of 
performance and different costs 

differentiation A competitive strategy in which a firm succeeds by developing and 
maintaining a unique value for the product (or service) as perceived by consumers 

Directing and motivating Mobilizing people to carry out plans and run routine operations. 

Dysfunctional decision making. See suboptimal decision making. 

Expected monetary value. See expected value. 

Expected value. Weighted average of the outcomes of a decision with the probability of 
each outcome serving as the weight. Also called expected monetary value. 

expected value of perfect information (EVPI) The maximum amount that a rational 
decision maker would be willing to pay for “perfect information” 

Feedback Accounting and other reports that help managers monitor performance and focus 
on problems and/or opportunities that might otherwise go unnoticed. 

Financial budget. Part of the master budget that focuses on how operations and planned 
capital outlays affect cash. It is made up of the capital expenditures budget, the cash budget, 
the budgeted balance sheet, and the budgeted statement of cash flows. 

Financial planning models. Mathematical representations of the relationships among 
operating activities, financial activities, and other factors that affect the master budget. 

financial budgets A plan that identifies sources and uses of funds for budgeted operations 
and capital expenditures for the coming period 

Flexible budget. Budget developed using budgeted revenues and budgeted costs based on 
the actual output in the budget period. 

flexible budget A budget that adjusts revenues and costs to the actual output level achieved 
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Flexible budget A report showing estimates of what revenues and costs should have been, 
given the actual level of activity for the period. 

goal congruence The consistency between the goals of the firm and the goals of its 
employees. It is achieved when the manager acts independently in such a way as to 
simultaneously achieve top management’s objectives 

Goal congruence. Exists when individuals and groups work toward achieving the 
organization’s goals. Managers working in their own best interest take actions that align with 
the overall goals of top management. 

High-low method. Method used to estimate a cost function that uses only the highest and 
lowest observed values of the cost driver within the relevant range and their respective costs. 

high-low method A method using algebra to determine a unique estimation line between 
representative high and low points in a given data set 

High-low method A method of separating a mixed cost into its fixed and variable elements 
by analyzing the change in cost between the high and low activity levels. 

ideal standard A standard that reflects perfect implementation and maximum efficiency in 
every aspect of the operation 

Ideal standards Standards that assume peak efficiency at all times. 

Incongruent decision making. See suboptimal decision making. 

Independent variable. Level of activity or cost driver used to predict the dependent variable 
(costs) in a cost estimation or prediction model. 

independent variable The cost driver used to estimate the value of the dependent variable 

Independent variable A variable that acts as a causal factor; activity is the independent 
variable, as represented by the letter X, in the equation Y_a_bX. 

Intercept. See constant. 

internal rate of return (IRR) An estimate of the true (i.e., economic) rate of return on an 
investment 

Kaizen budgeting. Budgetary approach that explicitly incorporates continuous improvement 
anticipated during the budget period into the budget numbers. 

kaizen budgeting A budgeting approach that incorporates continuous improvement 
expectations in the budget 

Learning. Involves managers examining past performance and systematically exploring 
alternative ways to make better informed decisions and plans in the future. 

Learning curve. Function that measures how labor-hours per unit decline as units of 
production increase because workers are learning and becoming better at their jobs. 
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learning curve analysis A systematic method for estimating costs when learning is present 

learning rate The percentage by which average time (or total time) falls from previous levels, 
as output doubles 

least squares regression One of the most effective methods for estimating costs, found by 
minimizing the sum of the squares of the estimation errors 

Least-squares regression method A method of separating a mixed cost into its fixed and 
variable elements by fitting a regression line that minimizes the sum of the squared errors. 

Life-cycle budgeting. Budget that estimates the revenues and business function costs of 
the value chain attributable to each product from initial R&D to final customer service and 
support. 

Linear programming (LP). Optimization technique used to maximize an objective function 
(for example, contribution margin of a mix of products), when there are multiple constraints. 

linear programming A mathematical technique that can be used to solve for the best 
product mix 

long-range plan A plan that identifies actions required during the 5- to 10-year period 
covered by the plan to attain the firm’s strategic goals 

Manufacturing overhead budget A detailed plan showing the production costs, other than 
direct materials and direct labor, that will be incurred over a specified time period. 

Master budget. Expression of management’s operating and financial plans for a specified 
period (usually a fiscal year) including a set of budgeted financial statements. Also called pro 
forma statements. 

Master budget A number of separate but interdependent budgets that formally lay out the 
company’s sales, production, and financial goals and that culminates in a cash budget, 
budgeted income statement, and budgeted balance sheet. 

master budget A comprehensive plan of operations for the upcoming period; it translates 
short-term objectives into action steps; set of financial and operational budgets 

merchandise purchases budget A plan that shows the amount of merchandise the firm 
needs to purchase during the budget period 

Multiple regression. Regression model that estimates the relationship between the 
dependent variable and two or more independent variables. 

Multiple regression An analytical method required when variations in a dependent variable 
are caused by more than one factor. 

multiple linear regression Used to describe regression applications having two or more 
independent variables. 

operating budgets Plans that identify resources needed to support operating activities and 
the acquisition of these resources 
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Operating budget. Budgeted income statement and its supporting budget schedules. 

Operating income. Total revenues from operations minus cost of goods sold and operating 
costs (excluding interest expense and income taxes). 

Operating leverage A measure of how sensitive net operating income is to a given 
percentage change in dollar sales. 

outliers Unusual data points that strongly influence a regression analysis 

participative standards Active participation throughout the standard-setting process by 
employees affected by the standards 

Participative budget See Self-imposed budget. 

Perpetual budget See Continuous budget. 

planning and decision making Budgeting and profit planning, cash flow management, and 
other decisions related to operations 

Planning. Selecting organization goals, predicting results under various alternative ways of 
achieving those goals, deciding how to attain the desired goals, and communicating the 
goals and how to attain them to the entire organization. 

Planning Selecting a course of action and specifying how the action will be implemented. 

Planning Developing goals and preparing budgets to achieve those goals. 

Planning budget A budget created at the beginning of the budgeting period that is valid only 
for the planned level of activity. 

Planning and control cycle The flow of management activities through planning, directing 
and motivating, and controlling, and then back to planning again. 

Practical standards Standards that allow for normal machine downtime and other work 
interruptions and that can be attained through reasonable, though highly efficient, efforts by 
the average worker. 

Production budget A detailed plan showing the number of units that must be produced 
during a period in order to satisfy both sales and inventory needs. 

Pro forma statements. Budgeted financial statements. 

Probability. Likelihood or chance that an event will occur. 

Probability distribution. Describes the likelihood (or the probability) that each of the 
mutually exclusive and collectively exhaustive set of events will occur. 

Production. Acquiring, coordinating, and assembling resources to produce a product or 
deliver a service. 

production budget A budget showing planned output (production) for an upcoming period 
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regression analysis A statistical method for obtaining the unique cost-estimating equation 
that best fits a set of data points 

Regression analysis. Statistical method that measures the average amount of change in 
the dependent variable associated with a unit change in one or more independent variables. 

Rolling budget. Budget or plan that is always available for a specified future period by 
adding a period (month, quarter, or year) to the period that just ended. Also called continuous 
budget. 

sales budget A schedule showing forecasted sales in units and at expected selling prices 

Sales budget A detailed schedule showing expected sales expressed in both dollars and 
units. 

Self-imposed budget A method of preparing budgets in which managers prepare their own 
budgets. These budgets are then reviewed by higher-level managers, and any issues are 
resolved by mutual agreement. 

Selling and administrative expense budget A detailed schedule of planned expenses that 
will be incurred in areas other than manufacturing during a budget period. 

Sensitivity analysis. A what-if technique that managers use to calculate how an outcome 
will change if the original predicted data are not achieved or if an underlying assumption 
changes. 

sensitivity analysis The process of selectively varying a key input variable, for example, the 
discount rate, to identify the range over which a capital-budgeting decision is valid 

simple linear regression Used to describe regression applications having a single 
independent variable 

Slope coefficient. Coefficient term in a cost estimation model that indicates the amount by 
which total cost changes when a one-unit change occurs in the level of activity within the 
relevant range. 

Standard. A carefully determined price, cost, or quantity that is used as a benchmark for 
judging performance. It is usually expressed on a per unit basis. 

Standard error of the estimated coefficient. Regression statistic that indicates how much 
the estimated value of the coefficient is likely to be affected by random factors. 

Standard error of the regression. Statistic that measures the variance of residuals in a 
regression analysis. 

standard error of the estimate (SE) A measure of the accuracy of the regression’s 
estimates 

Statement of cash flows A financial statement that highlights the major activities that 
directly and indirectly impact cash flows and hence affect the overall cash balance. 

Static budget. Budget based on the level of output planned at the start of the budget period. 
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strategy A plan for using resources to achieve sustainable goals within a competitive 
environment 

Strategy A “game plan” that enables a company to attract customers by distinguishing itself 
from competitors. 

Strategy. Specifies how an organization matches its own capabilities with the opportunities 
in the marketplace to accomplish its objectives. 

Strategy map. A diagram that describes how an organization creates value by connecting 
strategic objectives in explicit cause-and-effect relationships with each other in the financial, 
customer, internal business process, and learning and growth perspectives. 

Suboptimal decision making. Decisions in which the benefit to one subunit is more than 
offset by the costs or loss of benefits to the organization as a whole. Also called incongruerit 
decision making or dysfunctional decision making. 

SWOT analysis A systematic procedure for identifying a firm’s critical success factors: its 
internal strengths and weaknesses, and its external opportunities and threats 

time-series regression The application of regression analysis to predict future amounts, 
using prior periods’ data 

trend variable A variable that takes on values of 1 , 2, 3, . . . for each period in sequence 

t -value A measure of the reliability of each of the independent variables; that is, the degree 
to which an independent variable has a valid, stable, long-term relationship with the 
dependent variable 

Uncertainty. The possibility that an actual amount will deviate from an expected amount. 

what-if analysis The calculation of an amount given different levels for a factor that 
influences that amount 

zero-base budgeting (ZBB) A budgeting process that requires managers to prepare 
budgets each period from a base of zero 
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Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(15 questions) 



[1] Gleim #: 5.4.42 - Source: CMA 1291 4-27 

Automite Company is an automobile replacement parts dealer in a large metropolitan 
community. Automite is preparing its sales forecast for the coming year. Data regarding 
both Automite’s and industry sales of replacement parts as well as both the used and new 
automobile sales in the community for the last 10 years have been accumulated. If 
Automite wants to determine whether its sales of replacement parts are dependent upon 
the industry sales of replacement parts or upon the sales of used and new automobiles, 
the company should employ 

A. Simulation techniques. 

B. Correlation and regression analysis. 

C. Statistical sampling. 

D. Time series analysis. 

• Answer (A) is incorrect. Simulation is a means of experimenting with logical or 
mathematical models using a computer. 

• Answer (B) is correct Correlation and regression analysis can be used to determine 
whether a relationship exists among two or more variables. The degree of that 
relationship is assessed by means of correlation analysis. Thus, regressing sales (the 
dependent variable) on both sales of replacement parts and sales of automobiles 
(independent variables) determines the extent of the dependence. 

• Answer (C) is incorrect. Statistical sampling is a means of choosing and analyzing 
a sample to estimate population characteristics. 

• Answer (D) is incorrect. Time series or trend analysis regresses the dependent 
variable on time (the independent variable). 

[2] Gleim #: 5.4.43 - Source: CMA 0408 1-137 

A company has accumulated data for the last 24 months in order to determine if there is 
an independent variable that could be used to estimate shipping costs. Three possible 
independent variables being considered are packages shipped, miles shipped, and pounds 
shipped. The quantitative technique that should be used to determine whether any of 
these independent variables might provide a good estimate for shipping costs is 

A. Flexible budgeting. 

B. Linear programming. 

C. Linear regression. 

D. Variable costing. 
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• Answer (A) is incorrect. Flexible budgeting is the calculation of the quantity and cost of 
inputs that should have been consumed given the achieved level of production. 

• Answer (B) is incorrect. Linear programming is a mathematical technique used to 
optimize a linear function subject to certain constraints. 

• Answer (C) is correct. Regression analysis, also called least-squares analysis, is the 
process of deriving the linear equation that describes the relationship between two (or 
more) variables with a nonzero coefficient of correlation. 

• Answer (D) is incorrect. Variable costing is a costing technique that treats only variable 
manufacturing costs as product costs. 

[3] Gleim #: 5.4.44 - Source: CMA 1285 5-27 

The correlation coefficient that indicates the weakest linear association between two 
variables is 

A. -0.73 

B. -0.11 

C. 0.12 

D. 0.35 

• Answer (A) is incorrect. This figure signifies a strong negative correlation. 

• Answer (B) is correct The correlation coefficient can vary from -1 to +1. A -1 
relationship indicates a perfect negative correlation, and a +1 relationship indicates 
a perfect positive correlation. A zero correlation coefficient would indicate no linear 
association between the variables. Thus, the correlation coefficient that is nearest to 
zero indicates the weakest linear association. Of the options given in the question, 
the correlation coefficient that is nearest to zero is -0.1 1. 

• Answer (C) is incorrect. This figure indicates a slightly stronger correlation than 
the weakest linear association. 

• Answer (D) is incorrect. This figure indicates a considerably stronger correlation. 
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[4] Gleim #: 5.4.45 - Source: CMA 1289 5-14 

Correlation is a term frequently used in conjunction with regression analysis and is 
measured by the value of the coefficient of correlation, r. The best explanation of the 
value r is that it 

A. Is always positive. 

B. Interprets variances in terms of the independent variable. 

C. Ranges in size from negative infinity to positive infinity. 

D. Is a measure of the relative relationship between two variables. 

• Answer (A) is incorrect. The coefficient is negative if the relationship between the 
variables is inverse. 

• Answer (B) is incorrect. The coefficient relates the two variables to each other. 

• Answer (C) is incorrect. The size of the coefficient varies between -1.0 and +1.0. 

• Answer (D) is correct. The coefficient of correlation (r) measures the strength of 
the linear relationship between the dependent and independent variables. The 
magnitude of r is independent of the scales of measurement of x and y. The 
coefficient lies between -1.0 and +1.0. A value of zero indicates no linear 
relationship between the x and y variables. A value of +1.0 indicates a perfectly 
direct relationship, and a value of -1.0 indicates a perfectly inverse relationship. 

[5] Gleim #: 5.4.46 - Source: CMA 697 4-26 

A regression equation 

A. Estimates the dependent variables. 

B. Encompasses factors outside the relevant range. 

C. Is based on objective and constraint functions. 

D. Estimates the independent variable. 

• Answer (A) is correct. Regression analysis is used to find an equation for the linear 
relationship among variables. The behavior of the dependent variable is explained 
in terms of one or more independent variables. Regression analysis is often used to 
estimate a dependent variable (such as cost) given a known independent variable 
(such as production). 

• Answer (B) is incorrect. Regression results are limited to observations within the 
relevant range. 

• Answer (C) is incorrect. Regression analysis does not use constraint functions. 
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• Answer (D) is incorrect. The dependent variable is estimated using regression analysis. 

[7] Gleim #: 5.4.48 - Source: CMA 1289 4-11 

All of the following are assumptions underlying the validity of linear regression output 

except 

A. The errors are normally distributed. 

B. The mean of the errors is zero. 

C. Certainty. 

D. The standard deviation of the errors is constant. 

• Answer (A) is incorrect. It is an assumption of the regression model. 

• Answer (B) is incorrect. It is an assumption of the regression model. 

• Answer (C) is correct Linear regression is based on several assumptions; for 
example, that there is no change in the environment, that errors in the values of the 
dependent variables are normally distributed with a mean of zero, that the standard 
deviation of these errors is constant, that the values of the dependent variables are 
statistically independent of each other, and that the independent variables are not 
correlated with each other. However, regression is only a means of predicting the 
future; it cannot provide certainty. 

• Answer (D) is incorrect. It is an assumption of the regression model. 

[8] Gleim #: 5.4.49 - Source: CMA 1290 4-27 

In the standard regression equation y = a + bx, the letter b is best described as a(n) 

A. Independent variable. 

B. Dependent variable. 

C. Constant coefficient. 

D. Variable coefficient. 

• Answer (A) is incorrect. The independent variable is*. 

• Answer (B) is incorrect. The dependent variable is y. 

• Answer (C) is incorrect. The constant coefficient is a. 

• Answer (D) is correct. In the standard regression equation, b represents the variable 
coefficient. For example, in a cost determination regression^ equals total costs, b is 
the variable cost per unit, x is the number of units produced, and a is fixed cost. 
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[Fact Pattern #1] 



In preparing the annual profit plan for 
the coming year, Wilkens Company 
wants to determine the cost behavior 
pattern of the maintenance costs. 
Wilkens has decided to use linear 
regression by employing the equation y 
= a + bx for maintenance costs. The 
prior year’ s data regarding maintenance 
hours and costs, and the results of the 
regression analysis, are given below 
and in the opposite column. 



Average cost per hour 

a 

b 

Standard error of a 
Standard error of b 
Standard error of the 
estimate 



$9.00 

684.65 

7.2884 

49.515 

.12126 

34.469 

.99724 



Hours of Maintenance 



Activity Costs 



January 


480 


$ 4,200 


February 


320 


3,000 


March 


400 


3,600 


April 


300 


2,820 


May 


500 


4,350 


June 


310 


2,960 


July 


320 


3,030 


August 


520 


4,470 


September 


490 


4,260 


October 


470 


4,050 


November 


350 


3,300 


December 


340 


3,160 


Sum 


4,800 


$43,200 


Average 


400 


$ 3,600 



[9] Gleim #: 5.4.50 - Source: CMA 1290 4-29 

(Refers to Fact Pattern #1) 

Based upon the data derived from the regression analysis, 420 maintenance hours in a 
month would mean that Wilkens Co.’s maintenance costs (rounded to the nearest dollar) 
would be budgeted at 

A. $3,780 

B. $3,600 

C. $3,790 

D. $3,746 

• Answer (A) is incorrect- The budgeted maintenance costs are $3,746. 

• Answer (B) is incorrect. The budgeted maintenance costs are $3,746. 

• Answer (C) is incorrect- The budgeted maintenance costs are $3,746. 
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• Answer (D) is correct Substituting the given data into the regression equation results in a 
budgeted cost of $3,746 (rounded to the nearest dollar). 



y = a + bx 

y = 684.65 + 7.2884(420) 
y = $3,746 

[10] Gleim #: 5.4.51 - Source: CMA 1290 4-30 

(Refers to Fact Pattern #1) 

The percentage of Wilkens Co.’s total variance that can be explained by the regression 

equation is 

A. 99.724% 

B. 69.613% 

C. 80.982% 

D. 99.862% 

• Answer (A) is correct. The coefficient of determination (r 2 ) measures the 
percentage of the total variance in cost that can be explained by the regression 
equation. If the coefficient of determination is .99724, 99.724% of the variance is 
explained by the regression equation. Thus, the values in the regression equation 
explain virtually the entire amount of total cost. 

• Answer (B) is incorrect. The percentage of the total variance explained by the 
regression equation is 99.724%, which corresponds to the coefficient of 
determination (r 2 ), or .99724. 

• Answer (C) is incorrect. The percentage of the total variance explained by the 
regression equation is 99.724%, which corresponds to the coefficient of 
determination (r 2 ), or .99724. 

• Answer (D) is incorrect. The percentage of the total variance explained by the 
regression equation is 99.724%, which corresponds to the coefficient of 
determination (r 2 ), or .99724. 

[11] Gleim #: 5.4.52 - Source: CMA 1290 4-28 

The letter x in the standard regression equation is best described as a(n) 

A. Independent variable. 

B. Dependent variable. 

C. Constant coefficient. 

D. Coefficient of determination. 
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• Answer (A) is correct. The letter x in the standard regression equation is the 
independent variable. For example, in a regression to determine the total cost of 
production, x equals units produced. 

• Answer (B) is incorrect. The dependent variable is y. 

• Answer (C) is incorrect. The constant coefficient is a. 

• Answer (D) is incorrect. The variable r 2 is the coefficient of determination. 

[18] Gleim #: 5.4.59 - Source: CMA 1292 3-3 

In determining cost behavior in business, the cost function is often expressed as y = a + 
bx. Which one of the following cost estimation methods shouldnot be used in estimating 
fixed and variable costs for the equation? 

A. Graphic method. 

B. Simple regression. 

C. High and low point method. 

D. Multiple regression. 

• Answer (A) is incorrect. The graphic approach can be used to estimate a linear 
function. 

• Answer (B) is incorrect. Simple regression, which is based on one independent 
variable, is the best means of expressing a linear cost function. 

• Answer (C) is incorrect. The high-low method, although unsophisticated, can often 
give a good approximation of a linear cost function. 

• Answer (D) is correct. Regression analysis can be used to find an equation for the 
linear relationship among variables. However, multiple regression is not used to 
generate an equation of the type y = a + bx because multiple regression has more 
than one independent variable. In other words, a multiple regression equation would 
take the form y = a + bjxi + b 2 X 2 + b 3 X 3 + . . . . 
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[ 19 ] Gleim #: 5 . 4.60 - Source: CMA 0408 1-136 

For cost estimation, simple regression differs from multiple regression in that simple 
regression uses only 

A. One dependent variable, while multiple regression uses all available data to estimate 
the cost function. 

B. Dependent variables, while multiple regression can use both dependent and 
independent variables. 

C. One independent variable, while multiple regression uses more than one 
independent variable. 

D. One dependent variable, while multiple regression uses more than one dependent 
variable. 

• Answer (A) is incorrect. Simple regression uses the algebraic formula for a straight 
line, y = a + bx, where x is the independent variable. Multiple regression is used 
when there is more than one independent variable. Multiple regression allows a firm 
to identify many factors (independent variables) and to weight each one according 
to its influences on the overall outcome (y = a + b)Xi + b2X2 + b3X3 + etc.). 

• Answer (B) is incorrect. Simple regression uses the algebraic formula for a straight 
line, y = a + bx, where x is the independent variable. Multiple regression is used 
when there is more than one independent variable. Multiple regression allows a firm 
to identify many factors (independent variables) and to weight each one according 
to its influences on the overall outcome (y = a + bixi + b2X2 + b3X3 + etc.). 

• Answer (C) is correct Simple regression uses the algebraic formula for a straight 
line, y = a + bx, where x is the independent variable. Multiple regression is used 
when there is more than one independent variable. Multiple regression allows a firm 
to identify many factors (independent variables) and to weight each one according 
to its influences on the overall outcome (y = a + bixi + b2X2 + b3X3 + etc.). 

• Answer (D) is incorrect. Simple regression uses the algebraic formula for a straight 
line, y = a + bx, where x is the independent variable. Multiple regression is used 
when there is more than one independent variable. Multiple regression allows a firm 
to identify many factors (independent variables) and to weight each one according 
to its influences on the overall outcome (y = a + bixi + b2X2 + b3X3 + etc.). Both 
methods use only one dependent variable. 
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[20] Gleim #: 5.4.61 - Source: CMA 0408 1-138 

Slawford Manufacturing developed the following multiple regression equation, utilizing 
many years of data, and uses it to model, or estimate, the cost of its product. 

Cost = FC + (a x L) + (b x M) 

Where: FC = fixed costs 

L = labor rate per hour 
M = material cost per pound 



Which one of the following changes would have the greatest impact on invalidating the 
results of this model? 

A. A significant reduction in factory overheads, which are a component of fixed costs. 

B. Renegotiation of the union contract calling for much higher wage rates. 

C. A large drop in material costs, as a result of purchasing the material from a foreign 
source. 

D. A significant change in labor productivity. 

• Answer (A) is incorrect. Fixed cost is one of the variables, and a difference 
between expected and actual value for the variables is an integral part of multiple 
regression. 

• Answer (B) is incorrect. The wage rate is one of the variables, and a difference 
between expected and actual value for the variables is an integral part of multiple 
regression. 

• Answer (C) is incorrect. Materials cost is one of the variables, and a difference 
between expected and actual value for the variables is an integral part of multiple 
regression. 

• Answer (D) is correct. In multiple regression, a large difference between the 
expected value and the actual value of one of the coefficients has the most impact in 
rendering the model invalid. A change in costs would be incorporated into the 
equation automatically, but a change in productivity per hour would not. 
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[21] Gleim #: 5.4.62 - Source: CMA 0408 1-139 

In order to analyze sales as a function of advertising expenses, the sales manager of 
Smith Company developed a simple regression model. The model included the following 
equation, which was based on 32 monthly observations of sales and advertising expenses 
with a related coefficient of determination of .90. 

Sales = $10,000 + (2.5 x Advertising expenses) 

If Smith Company’s advertising expenses in one month amounted to $1,000, the related 
point estimate of sales would be 

A. $2,500 

B. $11,250 

C. $12,250 

D. $12,500 

• Answer (A) is incorrect. The amount of $2,500 includes only the advertising 
expense. 

• Answer (B) is incorrect. The amount of $1 1,250 results from improperly 
multiplying the answer by the coefficient of determination. 

• Answer (C) is incorrect. The amount of $12,250 results from improperly applying 
the coefficient of determination to the advertising expense. 

• Answer (D) is correct. The simple regression equation can be solved as follows: 

Sales = $10,000 + (2.5 x Advertising expenses) 

= $10,000 + (2.5 x $1,000) 

= $10,000 + $2,500 
= $12,500 
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[22] Gleim #: 5.4.63 - Source: CMA 0408 1-140 

The results of regressing Y against X are as follows: 



Coefficient 

Intercept 5.23 

Slope 1.54 



When the value of X is 10, the estimated value of Y is 



A. 6.77 

B. 8.05 

C. 20.63 

D. 53.84 



• Answer (A) is incorrect. The figure 6.77 results from simply adding the intercept 
and slope. 

• Answer (B) is incorrect. The figure 8.05 results from simply multiplying the 
intercept and slope. 

• Answer (C) is correct A simple regression can be calculated using the formula for 
a straight line: 

y = a + bx 

Where: y = the dependent variable 
a = the Y-axis intercept 
b = the slope of the regression line 
x = the independent variable 

Solving with the information given yields the following results: 



y = a + bx 
= 5.23 + (1.54 x 10) 

= 5.23 + 15.4 
= 20.63 

• Answer (D) is incorrect. The figure 53.84 results from transposing the intercept 
and slope. 
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[1] Gleim #: 5.5.64 - Source: CMA 697 4-25 

Corrigon Industries is preparing a bid for a special project requiring the production of 
35,000 units. The engineering personnel have advised that the units can be produced in 
groups with the first group consisting of 1,000 units. A review of prior experience 
indicates that the direct labor time needed per unit will be progressively smaller by a 
constant percentage rate as experience is gained in the production process. The 
quantitative method that would best estimate Corrigon’ s total cost for the project is 

A. Linear programming. 

B . Dynamic programming . 

C. Learning curve analysis. 

D. Time series analysis. 

• Answer (A) is incorrect. Linear programming is an optimizing model used to 
determine a minimum or maximum, e.g., of a cost or revenue function, given 
certain constraints on resources. 

• Answer (B) is incorrect. Dynamic programming is an approach to solving 
problems, not a particular algorithm. It divides a large mathematical model into 
smaller, more manageable pieces in such a way that, once the smaller problems 
have been solved, the result is the optimal solution to the overall model. 

• Answer (C) is correct Learning curves reflect the increased rate at which people 
perform tasks as they gain experience. Thus, the time required to perform a given 
task becomes progressively shorter. Ordinarily, the learning curve is expressed as a 
percentage of reduced time to complete a task for each doubling of cumulative 
production. 

• Answer (D) is incorrect. Time series analysis applies to data gathered at successive 
moments in time. It is a forecasting technique in which the dependent variable is 
regressed on time. 

[2] Gleim #: 5.5.65 - Source: CMA 1293 4-24 

The average labor cost per unit for the first batch produced by a new process is $120. The 
cumulative average labor cost after the second batch is $72 per product. Using a batch 
size of 100 and assuming the learning curve continues, the total labor cost of four batches 
will be 



A. 


$4,320 


B. 


$10,368 


C. 


$2,592 


D. 


$17,280 
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• Answer (A) is incorrect. The cost of the items in the fourth batch equals $4,320. 

• Answer (B) is incorrect. The amount of $10,368 is based on the assumption that the 
cumulative average unit labor cost is reduced by the learning curve percentage with each 
batch, not each doubling of output. 

• Answer (C) is incorrect. The amount of $2,592 represents the labor cost of 100 units at 
the unit rate expected after another doubling of production to eight batches. 

• Answer (D) is correct. The learning curve reflects the increased rate at which people 
perform tasks as they gain experience. The time required to perform a given task 
becomes progressively shorter. Ordinarily, the curve is expressed in a percentage of 
reduced time to complete a task for each doubling of cumulative production. One 
common assumption in a learning curve model is that the cumulative average time (and 
labor cost) per unit is reduced by a certain percentage each time production doubles. 
Given a $120 cost per unit for the first 100 units and a $72 cost per unit when 
cumulative production doubled to 200 units, the learning curve percentage must be 60% 
($72 -f $120). If production is again doubled to 400 units (four batches), the average unit 
labor cost should be $43.20 ($72 x 60%). Hence, total labor cost for 400 units is 
estimated to be $17,280 (400 units x $43.20). 



[Fact Pattern #1] 



Moss Point Manufacturing recently 
completed and sold an order of 50 
units that had costs as shown in the 
next column. 

The company has now been 
requested to prepare a bid for 
150 units of the same product. 



Direct materials 

Direct labor ($8.50 x 1,000 hours) 
Variable overhead (1,000 hours x $4.00)* 
Fixed overhead** 



* Applied on the basis of direct labor hours. 
**Applied at the rate of 10% of variable cost. 



$ 1,500 
8,500 
4,000 
1,400 
$15,400 
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[3] Gleim #: 5.5.66 - Source: CMA 1288 5-19 

(Refers to Fact Pattern #1) 

If an 80% learning curve is applicable, Moss Point’s total cost on this order would be 
estimated at 

A. $26,400 

B. $32,000 

C. $38,000 

D. $41,800 

• Answer (A) is correct. Assuming that the cumulative average time model applies, 
an 80% learning curve means that the cumulative average time per unit (and labor 
cost, given a constant labor rate) declines by 20% each time unit output doubles in 
the early stages of production. The first lot size was 50 units, which was produced 
at a total cost of $15,400 ($1,500 for materials and $13,900 for labor and overhead). 
Materials costs are strictly variable and should remain proportional to production. 
The labor ($8,500) and variable overhead ($4,000) costs (labor-related), however, 
will be affected by the learning curve. The average cost per lot for labor and 
variable overhead after 100 units have been produced should be 80% of the costs of 
the first lot of 50 units. Thus, the average labor and variable overhead cost per 50- 
unit lot will be $10,000 ($12,500 x 80%). If production doubles again (to a total 
production of 200 units or four lots of 50 each), the cumulative average cost for 
labor and variable overhead will be $8,000 per lot ($10,000 x 80%). Given four lots 
of 50 each, at an average cost of $8,000 per lot, the total cost for labor and variable 
overhead must be $32,000. Adding $6,000 for raw materials ($1,500 per 50-unit 
lot) gives a total variable cost of $38,000 for 200 units. Fixed overhead is 10% of 
total variable cost, so total cost is $41,800. The total cost for the last 150 units is 
$26,400 ($41,800 -$15,400). 

• Answer (B) is incorrect. The amount of $32,000 is the total cost for labor and 
variable overhead for 200 units. 

• Answer (C) is incorrect. The amount of $38,000 is the total variable cost for 200 
units. 

• Answer (D) is incorrect. The amount of $41,800 is the total cost for 200 units. 
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[4] Gleim #: 5.5.67 - Source: CMA 1288 5-20 

(Refers to Fact Pattern #1) 

If Moss Point had experienced a 70% learning curve, the bid for the 150 units would 

A. Show a 30% reduction in the total direct labor hours required with no learning 
curve. 

B. Include increased fixed overhead costs. 

C. Be 10% lower than the total bid at an 80% learning curve. 

D. Include 6.40 direct labor hours per unit at $8.50 per hour. 

• Answer (A) is incorrect. With no learning curve effect, estimated total hours would 
be 4,000 instead of 1,960, a change of more than 50%. 

• Answer (B) is incorrect. Fixed costs applied per lot would decline because they are 
based on labor hours, which are declining. 

• Answer (C) is incorrect. Due to the cumulative nature of a learning curve, a 10% 
change in the learning curve does not result in a 10% change in direct labor costs. 
Given an 80% learning curve, estimated total hours would be 2,560 instead of 
1,960. 

• Answer (D) is correct. The sum of the direct labor hours for the initial lot of 50 
units was 1,000. A second lot of 50 would reduce the cumulative hours per lot to 
700 (70% x 1,000 hours). A doubling to four lots would reduce the cumulative 
hours per lot to 490 (70% x 700 hours). Thus, for an output of 200 units, the total 
hours worked would be 1,960 (4 lots x 490 hours). Subtracting the 1,000 hours 
required for the first 50 units from the 1,960-hour total gives 960 hours for the last 
150 units. Dividing 960 hours by 150 units produces a per-unit time of 6.4 hours. 

[5] Gleim #: 5.5.68 - Source: CMA 692 4-5 

Lake Corporation manufactures specialty components for the electronics industry in a 
highly labor intensive environment. Arc Electronics has asked Lake to bid on a 
component that Lake made for Arc last month. The previous order was for 80 units and 
required 120 hours of direct labor to manufacture. Arc would now like 240 additional 
components. Lake experiences an 80% learning curve on all of its jobs. The number of 
direct labor hours needed for Lake to complete the 240 additional components is 

A. 360.0 

B. 187.2 

C. 307.2 

D. 256.0 

• Answer (A) is incorrect. Assuming no learning curve effect results in 360 hours. 
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Answer (B) is correct. One common assumption made in a learning curve model is that the 
cumulative average time per unit is reduced by a certain percentage each time production 
doubles. An 80% learning curve results in the following performance for the lots shown: 




Cumulative 


Units 


Average Hours 


80 


1.5 hours (120 4- 80) 


160 


1.2 hours (1.5 x .8) 


320 


.96 hours (1.2 x .8) 



Thus, to produce 320 units, total production time will be 307.2 hours (320 x .96). The total 

time for the last 240 units will be 187.2 hours (307.2 - 120). 

• Answer (C) is incorrect. The total time for completing 320 units is 307.2 hours. 

• Answer (D) is incorrect. The figure of 256 hours is a nonsense answer. 

[11] Gleim #: 5.5.74 - Source: CMA 696 4-7 

It is estimated that a particular manufacturing job is subject to an 80% learning curve. 
The first unit required 50 labor hours to complete. What is the cumulative average time 
per unit after completing four units? 

A. 50.0 hours. 

B. 40.0 hours. 

C. 32.0 hours. 

D. 30.0 hours. 

• Answer (A) is incorrect. The time for the first unit is 50 hours. 

• Answer (B) is incorrect. The cumulative average completion time for two units is 
40 hours. 

• Answer (C) is correct Learning curve models reflect the increased rate at which 
people perform tasks as they gain experience. One common assumption is that the 
cumulative average time per unit is reduced by a certain percentage when 
production doubles during the early stages of production. An 80% learning curve 
indicates that a doubling of production reduces the time required by 20%. For 
example, if the first unit requires 50 hours, the cumulative average completion time 
is 40 hours (80% x 50 hours) for two units and 32 hours (80% x 40 hours) for four 
units. 

• Answer (D) is incorrect. The time necessary to complete the second unit is 
30 hours. 
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[12] Gleim #: 5.5.75 - Source: CMA 1291 4-22 

A company plans to bid on a special project that calls for a total of 24,000 units. The 
units will be produced in lots, with the first lot consisting of 750 units. Based on prior 
experience, the direct labor time needed per unit of product will be progressively smaller 
by a constant percentage rate as experience is gained in the manufacturing process. The 
quantitative method that would best estimate the company’s total cost for the project is 

A. Learning curve techniques. 

B. Differential calculus. 

C. Discounted cash flow techniques. 

D. Linear programming. 

• Answer (A) is correct. Learning curves reflect the increased rate at which people 
perform as they gain experience at a new task. Because the time to perform the task 
becomes progressively shorter in the early stages of a new activity, the direct labor 
costs involved decline. The curve is often expressed as a percentage reduction in 
time for each doubling of cumulative production. Two models are in common use. 
One assumes that the cumulative average time per unit declines by a constant 
percentage each time cumulative production doubles. The other assumes that the 
time required for the last unit declines by a constant percentage when cumulative 
production doubles. 

• Answer (B) is incorrect. Differential calculus is used primarily to identify the 
maxima or minima of curvilinear functions. 

• Answer (C) is incorrect. Discounted cash flow techniques are used to evaluate 
capital investment decisions. 

• Answer (D) is incorrect. Linear programming is a tool for optimizing a cost or 
profit function given scarce resources and specified restraints. 

[13] Gleim #: 5.5.76 - Source: CMA 1294 4-28 

Seacraft, Inc., received a request for a competitive bid for the sale of one of its unique 
boating products with a desired modification. Seacraft is now in the process of 
manufacturing this product but with a slightly different modification for another 
customer. These unique products are labor intensive and both will have long production 
runs. Which one of the following methods should Seacraft use to estimate the cost of the 
new competitive bid? 

A. Expected value analysis. 

B. Learning curve analysis. 

C. Regression analysis. 

D. Continuous probability simulation. 
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• Answer (A) is incorrect. Expected value analysis selects the best alternative for 
decisions involving risk by multiplying the probability of each outcome by its payoff, 
and summing the products. 

• Answer (B) is correct. Learning curves reflect the increased rate at which people 
perform tasks as they gain experience. The time required to perform a given task 
becomes progressively shorter as the workers better learn their jobs. Ordinarily, the 
curve is expressed as a percentage of reduced time to complete a task for each doubling 
of cumulative production. This methodology is appropriate when submitting a bid for a 
product for which the firm already has experience. The experience should lead to shorter 
production time and lower costs. 

• Answer (C) is incorrect. Regression analysis is used to find an equation for the linear 
relationships among variables. 

• Answer (D) is incorrect. Simulation would not be appropriate when a single project is 
being bid upon. 

[14] Gleim #: 5.5.77 - Source: CMA 1289 4-7 

The technique used to predict the change in direct labor hours as a new process stabilizes 
is 

A. Simple regression. 

B. Multiple regression. 

C. Time series analysis. 

D. Learning curve analysis. 

• Answer (A) is incorrect. Regression analysis explains the correlation of a 
dependent variable with one or more independent variables. It is based on the 
linearity of costs, an assumption not required in learning curve analysis. 

• Answer (B) is incorrect. Multiple regression is used when many causal factors 
affect the outcome. 

• Answer (C) is incorrect. Time series analysis is a forecasting method that uses 
historical data to determine the future values of a variable. A moving average is a 
simple example. The variation within this data can be accounted for in various 
ways. 
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• Answer (D) is correct Learning curves reflect the increased rate at which people perform 
tasks as they gain experience. The time to perform a given task becomes progressively 
shorter during the early stages of production. The curve is expressed as a percentage 
reduction in time to complete a task for each doubling of cumulative production. A learning 
curve percentage of 80% is common. One model assumes that the cumulative average time 
per unit for all production is reduced by a constant percentage. Another assumes that the 
average time to produce the last unit is reduced by a constant percentage. 



[Fact Pattern #2] 

LCB, Inc., is preparing a bid to the Department of the Navy to produce engines for rescue 
boats. The company has manufactured these engines for the Navy for the past 3 years on an 
exclusive contract and has experienced the following costs: 



Cumulative Total Cumulative Costs 



Units Produced 


Materials 


Labor 


10 


$ 60,000 


$120,000 


20 


120,000 


192,000 


40 


240,000 


307,200 



At LCB, variable overhead is applied on the basis of $1.00 per direct labor dollar. Based on 
historical costs, LCB knows that the production of 40 engines will incur $100,000 of fixed 
overhead costs. The bid request is for an additional 40 units; all companies submitting bids 
are allowed to charge a maximum of 25% above full cost for each order. 



[15] Gleim #: 5.5.78 - Source: CMA 688 5-9 

(Refers to Fact Pattern #2) 

In order to ensure that the company would not lose money on the project, LCB’s 
minimum bid for the 40 units would be 

A. $760,800 

B. $608,640 

C. $885,800 

D. $708,640 

• Answer (A) is incorrect. The amount of $760,800 equals 125% times $608,640, 
which is the full cost without including the fixed cost. 
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• Answer (B) is correct. The company is permitted to bid 25% above full cost (including 
fixed overhead). Given a learning curve of 80% and a cumulative average unit labor cost 
for 40 units of $7,680 ($307,200 -f 40), the additional labor costs for the next 40 units can 
be determined. Cumulative average unit labor cost for 80 units is estimated to be $6,144 
($7,680 x 80%). Estimated total labor cost for 80 units is $491,520 (80 units x $6,144). 
Thus, the incremental labor cost of the last 40 units is expected to be $184,320 ($491,520 - 
$307,200). Variable overhead is $1 per direct labor dollar, or $184,320. Adding $240,000 
for materials and $100,000 for fixed overhead results in a full cost of $708,640 ($184,320 
DL + $184,320 VOH + $240,000 DM + $100,000 FOH). However, that amount includes 
$100,000 of fixed overhead that would presumably not increase as a result of the 
production. Thus, if the company obtains the contract at a price of $608,640 ($708,640 - 
$100,000), it will break even. The minimum bid is therefore $608,640: the incremental cost 
of labor, variable overhead, and raw materials. 

• Answer (C) is incorrect. The amount of $885,800 equals the maximum bid. 

• Answer (D) is incorrect. The amount of $708,640 includes $100,000 of fixed costs. 

[16] Gleim #: 5.5.79 - Source: CMA 688 5-7 

(Refers to Fact Pattern #2) 

FCB’s rate of learning on the 3-year engine contract is 

A. 75.5% 

B. 79.0% 

C. 80.0% 

D. 62.6% 

• Answer (A) is incorrect. The rate of learning should be determined by calculating 
the cumulative average unit labor cost for each doubling of production. 

• Answer (B) is incorrect. The rate of learning should be determined by calculating 
the cumulative average unit labor cost for each doubling of production. 

• Answer (C) is correct The learning curve reflects a percentage reduction in time to 
complete a task for each doubling of cumulative production. An analysis of the 
materials costs shows that these costs are strictly variable. However, the labor costs 
are not strictly variable because the cumulative amount at the end of the second year 
(for which production is double that of the first year) is not exactly double that for 
Year One. The same is true of the second- and third-year labor costs. The 
cumulative average unit labor cost for 10 units was $12,000 ($120,000 -r 10). The 
cumulative average unit labor cost for 20 units (representing a doubling of 
production) was $9,600 ($192,000 -f 20). The cumulative unit average for the next 
doubling was $7,680 ($307,200 -f 40). Since $9,600 is 80% of $12,000 and $7,680 
is 80% of $9,600, an 80% rate of learning occurred. 
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• Answer (D) is incorrect. The rate of learning should be determined by calculating the 
cumulative average unit labor cost for each doubling of production. 

[17] Gleim #: 5.5.80 - Source: CMA 688 5-8 

(Refers to Fact Pattern #2) 

The maximum bid price that LCB, Inc., could submit to the Department of the Navy for 

the 40 units is 

A. $760,800 

B. $608,640 

C. $885,800 

D. $708,640 

• Answer (A) is incorrect. The amount of $760,800 equals 125% times $608,640, 
which is full cost without including $100,000 fixed overhead. 

• Answer (B) is incorrect. The amount of $608,640 is full cost without including 
$100,000 fixed overhead. 

• Answer (C) is correct The company is permitted to bid 25% above full cost 
(including fixed overhead). Given a learning curve of 80% and a cumulative 
average unit labor cost for 40 units of $7,680 ($307,200 -f 40), the additional labor 
costs for the next 40 units can be determined. Cumulative average unit labor cost 
for 80 units is estimated to be $6,144 ($7,680 x 80%). Estimated total labor cost for 
80 units is $491,520 (80 units x $6,144). Thus, the incremental labor cost of the last 
40 units is expected to be $184,320 ($491,520 - $307,200). Variable overhead is 

$1 per direct labor dollar, or $184,320. Adding $240,000 for materials and 
$100,000 for fixed overhead results in a full cost of $708,640 ($184,320 DL + 
$184,320 VOH + $240,000 DM + $100,000 FOH). Consequently, the bid price 
should be $885,800 ($708,640 full cost x 125%). 

• Answer (D) is incorrect. The amount of $708,640 equals full cost. The maximum 
bid price equals full cost times 125%. 

[25] Gleim #: 5.5.88 - Source: CMA 1289 4-10 

Learning curves are best used to predict 

A. Unit material costs. 

B. Overhead variances. 

C. Total unit costs. 

D. Unit direct labor costs. 
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• Answer (A) is incorrect. Unit material costs typically do not decline as workers learn 
their jobs. 

• Answer (B) is incorrect. Variances are by definition unpredictable. Otherwise, the 
standards would be changed to avoid the variance. 

• Answer (C) is incorrect. Learning curves apply only to labor efficiency and are not 
effective predictors of total unit costs or unit variable costs. 

• Answer (D) is correct. Learning curves reflect the increased rate at which people 
perform tasks as they gain experience. Thus, they are useful in predicting unit direct 
labor costs. 



[Fact Pattern #3] 

Aerosub, Inc., has developed a new product for spacecraft that includes the production of a 
complex part. The manufacture of this part requires a high degree of technical skill. 
Management believes there is a good opportunity for its technical force to leam and improve 
as they become accustomed to the production process. The production of the first unit requires 
10,000 direct labor hours. Management projects an 80% learning curve and wants to produce 
a total of eight units. 



[26] Gleim #: 5.5.89 - Source: CMA 0408 1-142 

(Refers to Fact Pattern #3) 

Upon completion of the eighth unit, Aerosub’ s cumulative average direct labor hours 
required per unit of the product will be 

A. 5,120 hours. 

B. 6,400 hours. 

C. 8,000 hours. 

D. 10,000 hours. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 1 1 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(25 questions) 



• Answer (A) is correct. The underlying assumption of learning curve analysis is that 
workers gain productivity at a predictable rate as they gain experience with a new 
process. A common assumption is that the number of hours required for each doubling 
of output will be 80% of the hours required for the previous doubling. The effects of 
Aerosub’s projected learning curve on this product can be calculated as follows: 

Cumulative Cumulative 

Units Average 

Batch Produced Labor Hours 

1 1 10,000 

2 2 8,000 (10,000 x 80%) 

3 4 6,400 (8,000x 80%) 

4 8 5,120 (6,400x 80%) 

• Answer (B) is incorrect. The projected number of hours after four units is 6,400. 

• Answer (C) is incorrect. The projected number of hours after two units is 8,000. 

• Answer (D) is incorrect. The number 10,000 results from failing to take the learning 
curve effect into account at all. 

[27] Gleim #: 5.5.90 - Source: CMA 0408 1-145 

(Refers to Fact Pattern #3) 

Upon completion of the eighth unit, Aerosub’s cumulative direct labor hours will be 

A. 29,520 hours. 

B. 40,960 hours. 

C. 64,000 hours. 

D. 80,000 hours. 

• Answer (A) is incorrect. The figure of 29,520 results from improperly summing the 
cumulative average labor hour figures. 
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• Answer (B) is correct. The underlying assumption of learning curve analysis is that 
workers gain productivity at a predictable rate as they gain experience with a new process. 
A common assumption is that the number of hours required for each doubling of output 
will be 80% of the hours required for the previous doubling. The effects of Aerosub’s 
projected learning curve on this product can be calculated as follows: 



Batch 


Cumulative 

Units 

Produced 


Cumulative 
Average 
Labor Hours 


Cumulative 

Total 

Labor Hours 


1 


1 


10,000 


10,000 


2 


2 


8,000 (10,000 x 80%) 


16,000 


3 


4 


6,400 (8,000x80%) 


25,600 


4 


8 


5,120 (6,400x80%) 


40,960 



• Answer (C) is incorrect. The figure of 64,000 results from improperly multiplying the 
cumulative number of units produced by the 10,000 hours spent on the first batch, then 
multiplying by the learning curve percentage. 

• Answer (D) is incorrect. The figure of 80,000 results from improperly multiplying the 
cumulative number of units produced by the 10,000 hours spent on the first batch. 

[28] Gleim #: 5.5.91 - Source: CMA 0408 1-149 

(Refers to Fact Pattern #3) 

After completing the first unit, the estimated total direct labor hours Aerosub will require 
to produce the seven additional units will be 

A. 30,960 hours. 

B. 40,960 hours. 

C. 56,000 hours. 

D. 70,000 hours. 
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• Answer (A) is correct. The cumulative total hours spent on the units can be calculated as 
follows: 



Batch 


Cumulative 

Units 

Produced 


Cumulative 
Average 
Labor Hours 


Cumulative 

Total 

Labor Hours 


1 


1 


10,000 


10,000 


2 


2 


8,000 (10,000 x 80%) 


16,000 


3 


4 


6,400 (8,000x 80%) 


25,600 


4 


8 


5,120 (6,400x 80%) 


40,960 



Since it took a total of 40,960 hours to complete all eight units and 10,000 to complete 
the first one, units 2 through 8 took 30,960 hours (40,960 - 10,000). 

• Answer (B) is incorrect. The figure 40,960 is the number of hours to complete all eight 
units. 

• Answer (C) is incorrect. The figure 56,000 results from improperly multiplying the 
seven units by the 8,000 average labor hours consumed in producing the second batch. 

• Answer (D) is incorrect. The figure 70,000 results from improperly multiplying the 
seven units by the 10,000 average labor hours consumed in producing the first unit. 

[29] Gleim #: 5.5.92 - Source: CMA 0408 1-144 

A manufacturing company has the opportunity to submit a bid for 20 units of a product 
on which it has already produced two 10-unit lots. The production manager believes that 
the learning experience observed on the first two lots will continue for at least the next 
two lots. The direct labor required on the first two lots was as follows: 

• 5,000 direct labor hours for the first lot of 10 units 

• 3,000 additional direct labor hours for the second lot of 10 units 

The learning rate experienced by the company on the first two lots of this product is 

A. 40.0% 

B. 60.0% 

C. 62.5% 

D. 80.0% 

• Answer (A) is incorrect. This percentage results from improperly dividing the 
3,000 hours spent on the second lot by the 5,000 hours spent on the first lot and 
taking the complement. 
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• Answer (B) is incorrect. This percentage results from improperly dividing the 3,000 hours 
spent on the second lot by the 5,000 hours spent on the first lot. 

• Answer (C) is incorrect. This percentage results from improperly dividing the 5,000 hours 
spent on the first lot by the 8,000 total hours spent on both lots. 

• Answer (D) is correct Learning curve analysis is used to project productivity gains 
resulting from the increased rate at which people perform tasks as they gain experience. The 
underlying assumption of learning curve analysis is that workers gain productivity at a 
predictable rate as they gain experience with a new process. For this company, a total of 
8,000 hours was spent to complete two lots of product. The cumulative average spent on 
the two lots was therefore 4,000 hours per lot (8,000 -f 2). This cumulative average of 4,000 
is 80% of the 5,000 hours that were spent on the first lot. The learning curve is therefore 
80%. 



[Fact Pattern #4] 

Proper Propeller, Inc., plans to manufacture a newly designed high-technology propeller for 
airplanes. Proper Propeller forecasts that as workers gain experience, they will need less time 
to complete the job. Based on prior experience, Proper Propeller estimates a 70% cumulative 
learning curve and has projected the following costs: 

Cumulative Number Manufacturing Projections 

of Units Produced Average Cost per Unit Total Costs 



[30] Gleim #: 5.5.93 - Source: CMA 0408 1-148 

(Refers to Fact Pattern #4) 

If Proper Propeller produces eight units, the average manufacturing cost per unit will be 

A. $1,647 

B. $6,860 

C. $9,800 

D. $14,000 

• Answer (A) is incorrect. The amount of $1,647 is the cumulative average after 
eight batches, not eight units. 



1 

2 



$20,000 

14,000 



$20,000 

28,000 
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• Answer (B) is correct. Learning curve analysis is used to project productivity gains 
resulting from the increased rate at which people perform tasks as they gain experience. The 
underlying assumption of learning curve analysis is that workers gain productivity at a 
predictable rate as they gain experience with a new process. In this situation, the company 
is assuming that the total costs required for each doubling of output will be 70% of the 
costs required for the previous doubling. The effects of Proper Propeller’s projected 
learning curve can be calculated as follows: 

Cumulative Cumulative 

Units Average 

Batch Produced Cost 

1 1 $20,000 

2 2 $14,000 ($20,000x70%) 

3 4 $ 9,800 ($14,000x70%) 

4 8 $ 6,860 ($9,800x70%) 

• Answer (C) is incorrect. The amount of $9,800 is the cumulative average cost after four 
units. 

• Answer (D) is incorrect. The amount of $14,000 is the cumulative average cost after two 
units. 

[31] Gleim #: 5.5.94 - Source: CMA 0408 1-146 

(Refers to Fact Pattern #4) 

If Proper Propeller produces eight units, the total manufacturing cost will be 

A. $50,660 

B. $54,880 

C. $62,643 

D. $112,000 

• Answer (A) is incorrect. The amount of $50,660 results from improperly summing 
the cumulative average cost figures. 
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• Answer (B) is correct. Learning curve analysis is used to project productivity gains 

resulting from the increased rate at which people perform tasks as they gain experience. The 
underlying assumption of learning curve analysis is that workers gain productivity at a 
predictable rate as they gain experience with a new process. In this situation, the company 
is assuming that the total costs required for each doubling of output will be 70% of the 
costs required for the previous doubling. The effects of Proper Propeller’s projected 
learning curve can be calculated as follows: 



Cumulative 

Units 

Batch Produced 



Cumulative 

Average 

Cost 



Cumulative 

Total 

Cost 



1 

2 

3 

4 



1 $20,000 $20,000 

2 $14,000 ($20,000x70%) 28,000 

4 $9,800 ($14,000x70%) 39,200 

8 $6,860 ($9,800x70%) 54,880 



• Answer (C) is incorrect. The amount of $62,643 results from using an incorrect learning 
curve. 

• Answer (D) is incorrect. The amount of $1 12,000 results from ignoring the learning curve 
after the second unit. 

[32] Gleim #: 5.5.95 - Source: CMA 0408 1-151 

(Refers to Fact Pattern #4) 

After completing production of the first propeller, the estimated cost for Proper Propeller 
to fill an order for seven additional propellers is 



A. 


$34,880 


B. 


$54,880 


C. 


$92,000 


D. 


$98,000 
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• Answer (A) is correct. The effects of Proper Propeller’s projected learning curve can be 
calculated as follows: 



Cumulative Cumulative 



Cumulative 



Units 

Batch Produced 



Average 

Cost 



Total 

Cost 



1 

2 

3 

4 



1 $20,000 $20,000 

2 $14,000 ($20,000x70%) 28,000 

4 $9,800 ($14,000x70%) 39,200 

8 $6,860 ($9,800x70%) 54,880 



Since eight propellers require $54,880 and the first one off the assembly line cost 
$20,000, the cost of units 2 through 8 will be $34,880 ($54,880 - $20,000). 

• Answer (B) is incorrect. The amount of $54,880 is the cost of all eight propellers. 

• Answer (C) is incorrect. The amount of $92,000 results from assuming no learning 
curve after the second unit. 

• Answer (D) is incorrect. The amount of $98,000 results from ignoring the effect of the 
learning curve. 
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[33] Gleim #: 5.5.96 - Source: CMA 0408 1-147 

Martin Fabricating uses a cumulative average-time learning curve model to monitor labor 
costs. Data regarding two recently completed batches of a part that is used in tractor- 
trailer rigs is as follows: 



Batch 

Number 

1 

2 



Number 
of Units 
50 
50 



Cumulative Average 
Hours Per Unit 



20 

16 



If the same rate of learning continues for the next several batches produced, which of the 
following best describes (1) the type (i.e., degree) of learning curve that the firm is 
experiencing and (2) the average hours per unit for units included in the 201-400 range of 
units produced (i.e., the last 200 units)? 





Type (Degree) of 


Average Hours Per 




Learning Curve 


Unit for Units 201-400 


A. 


20% 


10.24 


B. 


80% 


10.24 


C. 


80% 


7.68 


D. 


20% 


3.84 



• Answer (A) is incorrect. Twenty percent is the complement of the learning curve, 
and 10.24 is the cumulative average number of hours for all units after the 4th 
batch, not the time spent on the units in the 4th batch. 

• Answer (B) is incorrect. The number 10.24 is the cumulative average number of 
hours after the 4th batch, not the average spent on the units in the batch. 

• Answer (C) is correct The learning curve percentage is determined by noting the 
hours used in producing the first doubling of output as a percentage of the hours 
used in the original batch. Since 16 is 80% of 20, Martin is experiencing an 80% 
learning curve. The average hours used to produce the 4th batch of output (units 
201 - 400) can be calculated as follows: 



Batch 


Units 

in 

Batch 


Cumulative 

Units 

Produced 


Cumulative 
Average 
Labor Hours 


Cumulative 

Total 

Time 


Time Spent 
on 

Batch 


Time Spent 
on Units 
in Batch 


1 


50 


50 


20 


1,000 


1,000 


20 


2 


50 


100 


16 


1,600 


600 


12 


3 


100 


200 


12.8 


2,560 


960 


9.6 


4 


200 


400 


10.24 


4,096 


1,536 


7.68 
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• Answer (D) is incorrect. Twenty percent is the complement of the learning curve, and 
improperly halving the time spent on the units in the 4th batch. 

[34] Gleim #: 5.5.97 - Source: CMA 0408 1-150 

A manufacturing company required 800 direct labor hours to produce the first lot of four 
units of a new motor. Management believes that a 90% learning curve will be 
experienced over four lots of production. How many direct labor hours will be required to 
manufacture the next 12 units? 



A. 1,792 

B. 1,944 

C. 2,016 

D. 2,160 

• Answer (A) is correct. With a 90% learning curve, the cumulative production times 
would be as follows: 



Cumulative 

Batch Average Time Time 



1 


800 


800 


2 


720 (800 x 90%) 


1,440 


4 


648 (720 x 90%) 


2,592 



Subtracting the 800 hours spent on the first batch from the cumulative time for four 
batches leaves 1,792 hours for the last three batches (12 units). 

• Answer (B) is incorrect. A 90% learning curve produces an incremental production 
time of 1,792. 

• Answer (C) is incorrect. A 90% learning curve produces an incremental production 
time of 1,792. 

• Answer (D) is incorrect. A 90% learning curve produces an incremental production 
time of 1,792. 
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[35] Gleim #: 5.5.98 - Source: CMA 0408 2-023 

Which one of the following will allow a better use of standard costs and variance analysis 
to help improve managerial decision-making? 

A. Company A does not differentiate between variable and fixed overhead in 
calculating its overhead variances. 

B. Company B uses the prior year’s average actual cost as the current year’s standard. 

C. Company C investigates only negative variances. 

D. Company D constantly revises standards to reflect learning curves. 

• Answer (A) is incorrect. Not distinguishing variable from fixed overhead will lead 
to poor decision making. 

• Answer (B) is incorrect. Simply using figures from a previous period is an 
unsatisfactory means of establishing a budget. 

• Answer (C) is incorrect. Positive variances can be a sign of reduced quality or 
other concerns. 

• Answer (D) is correct. Learning curves are an established phenomenon. Workers 
learn a new task at a predictable rate and the resulting improvements in productivity 
should be factored into standard setting and variance analysis. 

[36] Gleim #: 5.5.99 - Source: CMA 0408 1-141 

Which one of the following techniques would most likely be used to analyze reductions 
in the time required to perform a task as experience with that task increases? 

A. Regression analysis. 

B. Learning curve analysis. 

C. Sensitivity analysis. 

D. Normal probability analysis. 

• Answer (A) is incorrect. Regression analysis, also called least-squares analysis, is 
the process of deriving the linear equation that describes the relationship between 
two (or more) variables with a nonzero coefficient of correlation. 

• Answer (B) is correct Learning curve analysis is used to project productivity gains 
resulting from the increased rate at which people perform tasks as they gain 
experience. 

• Answer (C) is incorrect. Sensitivity analysis is used to reveal how sensitive 
expected value calculations are to the accuracy of the initial estimates. 
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• Answer (D) is incorrect. Normal probability analysis is used to determinate whether the 
distribution of a set of data is statistically normal. 

[37] Gleim #: 5.5.100 - Source: CMA 0408 1-143 

A manufacturing firm plans to bid on a special order of 80 units that will be 
manufactured in lots of 10 units each. The production manager estimates that the direct 
labor hours per unit will decline by a constant percentage each time the cumulative 
quantity of units produced doubles. The quantitative technique used to capture this 
phenomenon and estimate the direct labor hours required for the special order is 

A. Cost-profit- volume analysis. 

B . The Markov process . 

C. Linear programming analysis. 

D. Learning curve analysis. 

• Answer (A) is incorrect. Cost-volume-profit analysis is a tool for understanding the 
interaction of revenues with fixed and variable costs. 

• Answer (B) is incorrect. The Markov process is used in decision problems in which 
the probability of the occurrence of a future state depends only on the current state. 

• Answer (C) is incorrect. Linear programming is a mathematical technique used to 
optimize a linear function subject to certain constraints. 

• Answer (D) is correct. Learning curve analysis is used to project productivity gains 
resulting from the increased rate at which people perform tasks as they gain 
experience. 
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[1] Gleim #: 5.6.101 - Source: CMA 1294 3-12 

Which one of the following is a sales forecasting technique that can be utilized in 
preparing the annual profit plan? 

A. Linear programming. 

B. Exponential smoothing. 

C. Queuing theory. 

D. Program Evaluation and Review Technique (PERT). 

• Answer (A) is incorrect. Linear programming is used to minimize a cost function 
or maximize a revenue or profit function, subject to constraints. 

• Answer (B) is correct Exponential smoothing is a sales forecasting technique used 
to level or smooth variations encountered in a forecast. It also adapts the forecast to 
changes as they occur. The simplest form of smoothing is the moving average, in 
which each forecast is based on a fixed number of prior observations. Exponential 
smoothing is similar to the moving average, but the term "exponential" means that 
greater weight is placed on the most recent data, with the weights of all data falling 
off exponentially as the data age. 

• Answer (C) is incorrect. Queuing is used to minimize the cost of waiting lines. 

• Answer (D) is incorrect. PERT is used to monitor the progress of large multi-step 
projects, such as construction of a building. 

[2] Gleim #: 5.6.102 - Source: CMA 1293 4-25 

The four components of time series data are secular trend, cyclical variation, seasonality, 
and random variation. The seasonality in the data can be removed by 

A. Multiplying the data by a seasonality factor. 

B. Ignoring it. 

C. Taking the weighted average over four time periods. 

D. Subtracting a seasonality factor from the data. 

• Answer (A) is incorrect. Adding a seasonality factor to, or subtracting it from, a 
forecast based on trend analysis is a means of adjusting for seasonality. 

• Answer (B) is incorrect. Seasonality factors cannot be ignored; they are reflected in 
the data and must be considered for a model to be accurate. 
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• Answer (C) is correct. Time series analysis relies on past experience. Changes in the value 
of a variable may have several possible components including secular trends, cyclical 
variation, seasonality, and random variation. Seasonal variations are common in many 
businesses. A variety of methods exist for including seasonal variations in a forecasting 
model, but most methods use a seasonal index. Alternatively, seasonal variations can be 
removed from data by using a weighted average of several time periods instead of data from 
individual periods. 

• Answer (D) is incorrect. The seasonality adjustment for a single season’s data may be an 
increase or a decrease. 

[3] Gleim #: 5.6.103 - Source: CMA 0205 

A forecasting technique that is a combination of the last forecast and the last observed 
value is called 

A. Delphi. 

B. Least squares. 

C. Regression. 

D. Exponential smoothing. 

• Answer (A) is incorrect. Delphi is a decision-making approach in which the 
manager solicits opinions on a problem from experts in the field, summarizes the 
opinions, and feeds the summaries back to the experts; the process is then reiterated. 
This method is an attempt to avoid groupthink. 

• Answer (B) is incorrect. Least squares is the process of using calculus to match a 
set of data to a straight line; it is used in regression analysis. 

• Answer (C) is incorrect. Regression analysis is the process of deriving the linear 
equation that describes the relationship between two variables. 

• Answer (D) is correct. Exponential smoothing is a widespread technique for 
making projections because it requires less data be kept on hand than the moving 
average methods. The technique involves weighting the actual result for the 
previous period by a smoothing factor, weighting the forecast for the previous 
period by the smoothing factor’s complement, and combining the two. 
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[4] Gleim #: 5.6.104 - Source: CIA 594 11-38 

As part of a risk analysis, an auditor wishes to forecast the percentage growth in next 
month’s sales for a particular plant using the past 30 months’ sales results. Significant 
changes in the organization affecting sales volumes were made within the last 9 months. 
The most effective analysis technique to use would be 

A. Unweighted moving average. 

B. Exponential smoothing. 

C. Queuing theory. 

D. Linear regression analysis. 

• Answer (A) is incorrect. An unweighted average will not give more importance to 
more recent data. 

• Answer (B) is correct Under exponential smoothing, each forecast equals the sum 
of the last observation times the smoothing constant, plus the last forecast times one 
minus the constant. Thus, exponential means that greater weight is placed on the 
most recent data, with the weights of all data falling off exponentially as the data 
age. This feature is important because of the organizational changes that affected 
sales volume. 

• Answer (C) is incorrect. Queuing theory is used to minimize the cost of waiting 
lines. 

• Answer (D) is incorrect. Linear regression analysis determines the equation for the 
relationship among variables. It does not give more importance to more recent data. 

[8] Gleim #: 5.6.108 - Source: CMA 0408 1-152 

Sales of big-screen televisions have grown steadily during the past 5 years. A dealer 
predicted that the demand for Lebruary would be 148 televisions. Actual demand in 
Lebruary was 158 televisions. If the smoothing constant ( ) is 0.3, the demand forecast 
for March, using the exponential smoothing model, will be 

A. 148 televisions. 

B. 151 televisions. 

C. 155 televisions. 

D. 158 televisions. 

• Answer (A) is incorrect. Exponential smoothing involves more than simply using 
one month’s forecast as the forecast for the following month. 
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• Answer (B) is correct. Exponential smoothing is a widespread technique for making 
projections because it requires less data be kept on hand than the moving average methods. 
Mathematically, a forecast is arrived at with exponential smoothing according to the 
following formula: 

Forecast = (Smoothing factor x Previous month result) + 

(Smoothing factor complement x Previous month forecast) 

= (0.3 x 158) + (0.7 x 148) 

= 47.4+ 103.6 
= 151 



• Answer (C) is incorrect. This number results from reversing the smoothing factor and 
smoothing factor complement. 

• Answer (D) is incorrect. Exponential smoothing involves more than simply using one 
month’s actual demand as the forecast for the following month. 
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[1] Gleim #: 5.7.109 - Source: CMA 697 4-22 

Philip Enterprises, distributor of video discs, is developing its budgeted cost of goods 
sold for next year. Philip has developed the following range of sales estimates and 
associated probabilities for the year: 



Philip’s cost of goods sold averages 80% of sales. What is the expected value of Philip’s 
budgeted cost of goods sold? 

A. $85,000 

B. $84,000 

C. $68,000 

D. $67,200 

• Answer (A) is incorrect. The amount of $85,000 is the sales estimate with the 
highest probability. 

• Answer (B) is incorrect. The amount of $84,000 is the expected value of sales. 

• Answer (C) is incorrect. The amount of $68,000 is 80% of the sales estimate with 
the highest probability. 

• Answer (D) is correct. The expected value is calculated by weighting each sales 
estimate by the probability of its occurrence. Consequently, the expected value of 
sales is $84,000 [$60,000 x .25) + ($85,000 x .40) + ($100,000 x .35)]. Cost of 
goods sold is therefore $67,200 ($84,000 x .80). 



Sales Estimate 



Probability 



$ 60,000 
85,000 
100,000 



25% 

40 

35 
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[2] Gleim #: 5.7.110 - Source: CMA 1293 4-26 

The expected value of perfect information is the 

A. Same as the expected profit under certainty. 

B. Sum of the conditional profit (loss) for the best event of each act times the 
probability of each event occurring. 

C. Difference between the expected profit under certainty and the expected opportunity 
loss. 

D. Difference between the expected profit under certainty and the expected monetary 
value of the best act under uncertainty. 

• Answer (A) is incorrect. The expected value of perfect information is the 
difference between the expected profit under certainty and the profit from the best 
decision under uncertainty. 

• Answer (B) is incorrect. The expected value of perfect information is the excess of 
the total conditional profits under certainty over the profit from the best decision 
under uncertainty. 

• Answer (C) is incorrect. There is no expected opportunity loss under conditions of 
certainty. 

• Answer (D) is correct. Perfect information permits certainty that a future state of 
nature will occur. The expected value of perfect information determines the 
maximum amount a decision maker is willing to pay for information. It is the 
difference between the expected value without perfect information, that is, the 
expected value of the best action under uncertainty and the expected value under 
certainty. Under certainty, a decision maker knows in each case which state of 
nature will occur and can act accordingly. 

[5] Gleim #: 5.7.113 - Source: CMA 690 5-25 

In decision making under conditions of uncertainty, expected value refers to the 

A. Likely outcome of a proposed action. 

B. Present value of alternative actions. 

C. Probability of a given outcome from a proposed action. 

D. Weighted average of probable outcomes of an action. 

• Answer (A) is incorrect. The expected value is a long-range average; it is likely 
that the expected value will never be exactly achieved for a particular event. 

• Answer (B) is incorrect. Expected value does not consider present values. 

• Answer (C) is incorrect. Probability is only one component of expected value. 
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• Answer (D) is correct The expected value of an action is found by multiplying the 

probability of each possible outcome by its payoff and summing the products. It represents 
the long-term average payoff for repeated trials. In other words, expected value is the 
weighted average of probable outcomes. 



[Fact Pattern #1] 

A beverage stand can sell either soft drinks or coffee on any given day. If the stand sells soft 
drinks and the weather is hot, it will make $2,500; if the weather is cold, the profit will be 
$1,000. If the stand sells coffee and the weather is hot, it will make $1,900; if the weather is 
cold, the profit will be $2,000. The probability of cold weather on a given day at this time is 
60%. 



[6] Gleim #: 5.7.114 - Source: CMA 1292 4-21 

(Refers to Fact Pattern #1) 

The expected payoff for selling coffee is 



A. $1,360 

B. $2,200 

C. $3,900 

D. $1,960 



• Answer (A) is incorrect. The least the company can make by selling coffee is 
$1,900. 

• Answer (B) is incorrect. The most the company can make by selling coffee is 

$2,000. 

• Answer (C) is incorrect. The most the company can make by selling coffee is 

$2,000. 

• Answer (D) is correct. The expected payoff calculation for coffee is 

Expected payoff = Prob. hot (Payoff hot) + Prob. cold (Payoff cold) 

= .4($ 1,900) + .6($2,000) 

= $1,960 
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[7] Gleim #: 5.7.115 - Source: CMA 1292 4-22 

(Refers to Fact Pattern #1) 

The expected payoff if the vendor has perfect information is 

A. $3,900 

B. $2,200 

C. $1,360 

D. $1,960 

• Answer (A) is incorrect. The most the vendor can make is $2,500 per day. 

• Answer (B) is correct The vendor would like to sell coffee on cold days ($2,000) 
and soft drinks on hot days ($2,500). Hot days are expected 40% of the time. Hence, 
the probability is 40% of making $2,500 by selling soft drinks. The chance of 
making $2,000 by selling coffee is 60%. The payoff equation is: 

Exp. payoff with perf. info. = Prob. hot (Payoff soft drinks) + 

Prob. cold (Payoff coffee) 

= ,4($2,500) + ,6($2,000) 

= $ 2,200 

• Answer (C) is incorrect. The least the vendor could make by having perfect 
information is $2,000 on cold days. 

• Answer (D) is incorrect. The least the vendor could make by having perfect 
information is $2,000 on cold days. 

[8] Gleim #: 5.7.116 - Source: CMA 1292 4-23 

(Refers to Fact Pattern #1) 

If the probability of hot weather, given a hot weather forecast, is 50%, how much would 
the vendor be willing to pay for the forecast? 

A. $600 

B. $300 

C. $1,000 

D. $500 

• Answer (A) is incorrect. The vendor would pay $600 for perfect information, but 
the forecasts are only 50% accurate. 
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• Answer (B) is correct. If the weather is hot and coffee is served, the vendor earns $1,900. If 
the vendor knows the weather will be hot, (s)he would sell soft drinks and make $2,500, a 
$600 increase. Thus, the vendor should be willing to pay up to $600 for perfect information 
regarding hot weather. However, if the forecasts are only 50% accurate, the information is 
not perfect. Accordingly, the vendor should be willing to pay only $300 (the $600 potential 
increase in profits x 50%) for the sometimes accurate forecasts. 

• Answer (C) is incorrect. The most the vendor could profit from perfect information on hot 
days would be $600 ($2,500 - $1,900). 

• Answer (D) is incorrect. Perfect information is worth $600, but information that is 50% 
accurate warrants only a $300 payment. 



[Fact Pattern #2] 

Butler and Burnside are projecting market conditions for the upcoming month. They have 
prepared the following payoff table: 

Demand in Units 

0 2 4 6 

Probability of Demand 

Supply 



in Units 


0.1 


0.3 


0.4 


0.2 


0 


$ 0 


$ 0 


$ 0 


$ 0 


2 


(80) 


40 


40 


40 


4 


(160) 


(40) 


80 


80 


6 


(240) 


(120) 


0 


120 



[9] Gleim #: 5.7.117 - Source: CMA 689 5-28 

(Refers to Fact Pattern #2) 

Butler and Burnside’s expected profit when supply equals 4 units is 



A. 


$(40) 


B. 


$80 


C. 


$20 


D. 


$120 


• 


Answer 


• 


Answer 

units. 



(A) is incorrect. This figure is the payoff amount when demand is 2 units. 

(B) is incorrect. This figure is the payoff amount when demand is 4 or 6 
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• Answer (C) is correct. The approach to the solution is to weight (multiply) the probabilities 
for each level of demand by the payoff for that level of demand. 



Demand 


Payoff 




Probability 


Weighted Payoffs 


0 


$(160) 


X 


.1 


$(16) 


2 


(40) 


X 


.3 


(12) 


4 


80 


X 


.4 


32 


6 


80 


X 


.2 


16 








Expected Profit 


$20 



• Answer (D) is incorrect. This figure is calculated by adding the amounts in the column for 
a demand of 4 units. 

[10] Gleim #: 5.7.118 - Source: CMA 689 5-29 

(Refers to Fact Pattern #2) 

Butler and Burnside’s expected profit with perfect information is 

A. $28 

B. $20 

C. $(36) 

D. $68 

• Answer (A) is incorrect. With perfect information, the seller could order the 
inventory each day to meet the exact demand. The total profit can be calculated by 
weighting the payoff from each best option. 

• Answer (B) is incorrect. With perfect information, the seller could order the 
inventory each day to meet the exact demand. The total profit can be calculated by 
weighting the payoff from each best option. 

• Answer (C) is incorrect. With perfect information, the seller could order the 
inventory each day to meet the exact demand. The total profit can be calculated by 
weighting the payoff from each best option. 
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• Answer (D) is correct With perfect information, the seller could order the inventory each 
day to meet the exact demand. For example, if demand were zero, supply would be zero 
and the seller would not lose any money. If demand were 2 units, the seller would acquire 
an equal supply and make a profit of $40. The total profit can be calculated by weighting 
the payoff from each best option. 



Demand 


Payoff 




Probability 


Weighted Payoffs 


0 


$ 0 


X 


.1 


= $ 0 


2 


40 


X 


.3 


= 12 


4 


80 


X 


.4 


= 32 


6 


120 


X 


.2 


= 24 








Expected Profit 


$68 



[11] Gleim #: 5.7.119 - Source: CMA 689 5-30 

(Refers to Fact Pattern #2) 

The price Butler and Burnside are willing to pay for perfect information is 

A. $68 

B. $40 

C. $48 

D. $104 

• Answer (A) is incorrect. This figure is the amount of profit with perfect 
information. 
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• Answer (B) is correct. The maximum amount the seller should pay for perfect information 
is the difference between the expected profit with perfect information and the expected 
profit if demand is not known. With perfect information, supply is the correct amount of 
units to maximize profit at each level of demand. Thus, the expected profit with perfect 
information is computed as follows: (.lx $0) + (.3 x $40) + (.4 x $80) + (.2 x $120) = 
$68. Without perfect information, the seller should purchase the supply that will result in 
the maximum long-run profit. Using the information given, it can be determined that the 
profit will be $20 when the supply is 4 units. It is also evident that the profit is zero when 
the supply is zero. The expected profit must also be calculated for supply levels of 2 and 6 
units. For a supply of 2 units, the expected profit is 

. 1(— $80) + ,3($40) + ,4($40) + ,2($40) = $28 

For a supply of 6 units, the expected loss is 



.l(-$240) + .3 (-$120) + ,4($0) + ,2($120) = $(36) 

Thus, without perfect information, profits are maximized at $28 when the supply is 2 units. 
However, with perfect information, profits will be $68. Thus, a rational seller should therefore 
be willing to pay up to $40 ($68 - $28). 

• Answer (C) is incorrect. The price paid for perfect information equals the difference 
between profits expected with perfect information and profits without perfect information. 

• Answer (D) is incorrect. The price paid for perfect information equals the difference 
between profits expected with perfect information and profits without perfect information. 
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[Fact Pattern #3] 

The College Honor Society sells hot pretzels at the home football games. The pretzels are sold 
for $1.00 each, and the cost per pretzel is $.30. Any unsold pretzels are discarded because they 
will be stale before the next home game. 

The frequency distribution of the demand for pretzels per game is presented as follows: 



Unit Sales Volume 


Probability 


2,000 pretzels 


.10 


3,000 pretzels 


.15 


4,000 pretzels 


.20 


5,000 pretzels 


.35 


6,000 pretzels 


.20 



[15] Gleim #: 5.7.123 - Source: CMA 1289 5-20 

(Refers to Fact Pattern #3) 

The estimated demand for pretzels at the next home football game using an expected 
value approach is 

A. 4,000 pretzels. 

B. 4,400 pretzels. 

C. 5,000 pretzels. 

D. Some amount other than those given. 

• Answer (A) is incorrect. The figure of 4,000 pretzels assumes each outcome is 
equally likely. 

• Answer (B) is correct The calculation using an expected value approach weights 
each possible sales volume by its probability. Thus, the estimated demand is 4,400 
pretzels. 

Volume Probability Result 



2,000 


X 


.10 


= 200 


3,000 


X 


.15 


= 450 


4,000 


X 


.20 


= 800 


5,000 


X 


.35 


= 1,750 


6,000 


X 


.20 


= 1,200 


Expected value 


4,400 
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• Answer (C) is incorrect. The estimated demand using a deterministic approach based on 
the most likely outcome is 5,000 pretzels. 

• Answer (D) is incorrect. The figure of 4,400 pretzels is among the responses given. 

[16] Gleim #: 5.7.124 - Source: CMA 1289 5-21 

(Refers to Fact Pattern #3) 

The estimated demand for pretzels at the next home football game using a deterministic 
approach based on the most likely outcome is 

A. 4,000 pretzels. 

B. 4,400 pretzels. 

C. 5,000 pretzels. 

D. 6,000 pretzels. 

• Answer (A) is incorrect. The figure of 4,000 pretzels assumes each outcome is 
equally likely. 

• Answer (B) is incorrect. The estimated demand using an expected value approach 
is 4,400 pretzels. 

• Answer (C) is correct A deterministic approach assumes that a value is known 
with certainty. If that value is deemed to be the most likely outcome, assumed 
demand will be 5,000 pretzels, the volume with the highest probability (35%). 

• Answer (D) is incorrect. The figure of 6,000 pretzels is merely the greatest 
demand. 

[17] Gleim #: 5.7.125 - Source: CMA 1289 5-22 

(Refers to Fact Pattern #3) 

The conditional profit per game of having 4,000 pretzels available but only selling 3,000 
pretzels is 

A. $1,800 

B. $2,100 

C. $2,800 

D. Some amount other than those given. 

• Answer (A) is correct. Each pretzel costs $.30. Thus, the cost of 4,000 pretzels is 
$1,200 (4,000 x $.30). Selling 3,000 pretzels at $1 each produces revenue of 
$3,000. Subtracting the $1,200 of costs from the $3,000 of revenue results in a 
conditional profit of $1,800. 
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• Answer (B) is incorrect. The amount of $2,100 assumes 3,000 are available and 3,000 are 
sold. 

• Answer (C) is incorrect. The conditional profit given that 4,800 are sold is $2,800. 

• Answer (D) is incorrect. The amount of $1,800 is among the responses given. 

[18] Gleim #: 5.7.126 - Source: CMA 1289 5-23 

(Refers to Fact Pattern #3) 

The conditional profit per game of having 4,000 pretzels available and selling all 4,000 
pretzels is 

A. $1,200 

B. $2,100 

C. $2,800 

D. $800 

• Answer (A) is incorrect. The cost of 4,000 pretzels is $1,200. 

• Answer (B) is incorrect. The amount of $2,100 assumes 3,000 are available and 
3,000 are sold. 

• Answer (C) is correct Each pretzel costs $.30. Thus, the cost of 4,000 pretzels is 
$1,200 (4,000 x $.30). Selling 4,000 pretzels at $1 each produces revenue of 
$4,000. Subtracting the $1,200 of costs from the $4,000 of revenue results in a 
conditional profit of $2,800. 

• Answer (D) is incorrect. The amount of $800 assumes 2,000 are sold. 

[19] Gleim #: 5.7.127 - Source: CMA 690 5-19 

Alsen Company is in the process of preparing its budget. As part of the process, the 
company has prepared sales estimates and estimated the probability associated with each 
sales estimate. Which one of the following techniques should be used by Alsen to 
determine sales for budgeting purposes? 

A. Linear programming. 

B. Minimax regret criteria. 

C. Expected value analysis. 

D. Monte Carlo simulation. 

• Answer (A) is incorrect. Linear programming is used to optimize a function, such 
as profits or costs, given certain constraints. 
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• Answer (B) is incorrect. The minimax regret criterion is a decision rule developed in game 
theory. It chooses the option with the set of outcomes that includes the lowest maximum 
opportunity cost. 

• Answer (C) is correct. The expected value of an action is found by multiplying the 
probability of each possible outcome by its payoff and summing the products. It represents 
the long-term average payoff for repeated trials. If estimates of sales and probabilities are 
known, expected value analysis can be used to determine budgeted sales. 

• Answer (D) is incorrect. Monte Carlo simulation involves adding random numbers to 
otherwise deterministic models to simulate the uncertainty inherent in real-world situations. 

[20] Gleim #: 5.7.128 - Source: CMA 692 4-4 

The expected monetary value of an event 

A. Is equal to the conditional value or profit of the event. 

B. Is equal to the payoff of the event times the probability the event will occur. 

C. Is the profit forgone by not choosing the best alternative. 

D. Is the absolute profit from a particular event. 

• Answer (A) is incorrect. The conditional value is the return given a certain 
condition or state of nature. 

• Answer (B) is correct For decisions involving risk, the concept of expected value 
provides a rational means for selecting the best alternative. The expected value of a 
decision is found by multiplying the probability of each outcome by its payoff, and 
summing the products. The result is the long-term average payoff for repeated trials. 

• Answer (C) is incorrect. The profit forgone by not choosing the best alternative is 
the opportunity cost. 

• Answer (D) is incorrect. Expected value represents the long-run average profit 
from an event. 

[21] Gleim #: 5.7.129 - Source: CMA 1286 5-3 

Expected value in decision analysis is 

A. A standard deviation using the probabilities as weights. 

B. An arithmetic mean using the probabilities as weights. 

C. The square root of the squared deviations. 

D. A measure of the difference between the best possible outcome and the outcome of 
the original decision. 
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• Answer (A) is incorrect. The standard deviation is a measure of dispersion of a 
population. 

• Answer (B) is correct. Expected value analysis is an estimate of future monetary value 
based on forecasts and their related probabilities of occurrence. The expected value is 
found by multiplying the probability of each outcome by its payoff and summing the 
products. Expected value is thus an arithmetic mean using probabilities as weights. 

• Answer (C) is incorrect. This is a nonsense answer. 

• Answer (D) is incorrect. Expected value is a prospective measure. 

[22] Gleim #: 5.7.130 - Source: CMA 688 5-20 

The following table contains the profit outcomes for each state of nature and decision 
combination for a firm: 



States of Nature 



Decision 1 
Decision 2 
Decision 3 
Probabilities 



SI S2 S3 

$ 24 $14 $ (6) 

$20 $10 $ 5 

$(20) $ 8 $15 

0.10 0.50 0.40 



The expected value of perfect information for this firm in this case is 



A. $6.40 

B. $8.40 

C. $9.00 

D. $8.60 
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• Answer (A) is correct. The first step is to determine the expected value without perfect 
information by formulating a payoff matrix. For example, the expected payoff for the 
combination of State of Nature SI and Decision 1 is $2.40 (10% probability x $24 
outcome). The entire payoff matrix is 



SI 

Decision 1 $ 2.40 

Decision 2 2.00 

Decision 3 (2.00) 



S2 S3 Total 

$7.00 $(2.40) $7.00 

5.00 2.00 9.00 

4.00 6.00 8.00 



Thus, the best decision under conditions of uncertainty is Decision 2 (expected value = 
$9). If the decision maker knew exactly when each state of nature would occur, the 
decision would correspond to the maximum profit opportunity for that state of nature. 
For instance, if SI is certain, the most profitable decision is Decision 1 ($24). Thus, the 
expected payoff given perfect information is $15.40. 



State of Nature 


Profit 


Probability 


Payoff 


1 


$24 


10% 


$2.40 


2 


14 


50 


7.00 


3 


15 


40 


6.00 



The expected value of perfect information is therefore $6.40 ($15.40 - $9.00). 

• Answer (B) is incorrect. The payoffs from Decisions 1 and 3 equal $8.40 ($2.40 + 

$ 6 . 00 ). 

• Answer (C) is incorrect. The best decision under conditions of uncertainty is $9.00. 

• Answer (D) is incorrect. The expected value of perfect information is the difference 
between the expected payoff with perfect information and the expected payoff without 
perfect information. 

[23] Gleim #: 5.7.131 - Source: CMA 691 4-1 

The expected monetary value of an act is the 

A. Sum of the conditional profit (loss) for each event. 

B. Sum of the conditional profit (loss) for each event times the probability of each 
event’s occurrence. 

C. Conditional profit (loss) for the best event times the probability of each event’s 
occurrence. 

D. Revenue minus the costs for the act. 

• Answer (A) is incorrect. The conditional profit or loss must be weighted by the 
probability of each event’s occurrence. 
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• Answer (B) is correct. Expected value analysis estimates future monetary value based on 
forecasts and their related probabilities of occurrence. The expected value under uncertainty 
is found by multiplying the probability of each outcome (event) by its payoff (conditional 
profit or loss) and summing the products. 

• Answer (C) is incorrect. The best event will not occur every time; less desirable events 
will also occur and must enter into the calculation. 

• Answer (D) is incorrect. Each event must be weighted by the probability of its occurrence. 

[24] Gleim #: 5.7.132 - Source: CMA 691 4-3 

The expected value of perfect information is the 

A. Same as the expected profit under certainty. 

B. Sum of the conditional profit (loss) for the best event of each act times the 
probability of each event’s occurring. 

C. Difference between the expected profit under uncertainty and conditional profit for 
the best act under certainty. 

D. Difference between the expected profit under certainty and the expected monetary 
value of the best act under uncertainty. 

• Answer (A) is incorrect. The value of perfect information is limited to the excess 
of the profit under certainty over the best return without perfect information. 

• Answer (B) is incorrect. The value of perfect information is limited to the excess of 
the profit under certainty over the best return without perfect information. 

• Answer (C) is incorrect. It may not be the best act under certainty that is 
considered; the value of perfect information is based on the event that is known will 
happen, whether that event is the best or the worst. 

• Answer (D) is correct. The expected value under uncertainty is found by 
multiplying the probability of each outcome (event) by its payoff (conditional profit 
or loss) and summing the products. Perfect information is the knowledge that a 
future state of nature will occur with certainty. The expected value of perfect 
information is the difference between the expected value under certainty and the 
expected value of the optimal decision under uncertainty. The expected value under 
certainty equals the sum of the products of the profit maximizing payoffs of perfect 
forecasts and the related probabilities. 
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[Fact Pattern #4] 

The Booster Club at Blair College sells hot dogs at home basketball games. The group has a 
frequency distribution of the demand for hot dogs per game and plans to apply the expected 
value decision rule to determine the number of hot dogs to stock. 



[26] Gleim #: 5.7.134 - Source: CMA 691 4-2 

(Refers to Fact Pattern #4) 

The Booster Club should select the demand level that 

A. Is closest to the expected demand. 

B. Has the greatest probability of occurring. 

C. Has the greatest expected opportunity cost. 

D. Has the greatest expected monetary value. 

• Answer (A) is incorrect. Stocking an amount equal to expected demand (the sum of 
the products of the possible amounts demanded and their respective probabilities) 
does not necessarily maximize expected profits. 

• Answer (B) is incorrect. The number of bags to stock is not necessarily the same as 
the amount demanded with the highest probability. The inventory decision should 
be based on the relation of the probability distribution to the monetary outcomes. 

• Answer (C) is incorrect. The greatest opportunity cost is not factored into the 
expected value analysis. 

• Answer (D) is correct. The Booster Club should select the demand level that 
maximizes profits, that is, the level with the greatest expected monetary value. This 
level may not include the event with the highest conditional profit because this 
profit may be accompanied by a low probability of occurrence. Alternatively, the 
event with the highest probability of occurrence may not be selected because it does 
not offer a high conditional profit. 
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[Fact Pattern #5] 

A company is considering three alternative machines to produce a new product. The cost 
structures (unit variable costs plus avoidable fixed costs) for the three machines are shown as 
follows. The selling price is unaffected by the machine used. 

Single purpose machine $.60x + $20,000 

Semiautomatic machine $.40x + $50,000 

Automatic machine $.20x + $120,000 

The demand for units of the new product is described by the following probability 
distribution. 



Demand Probability 



200,000 


0.4 


300,000 


0.3 


400,000 


0.2 


500,000 


0.1 



[27] Gleim #: 5.7.135 - Source: CMA 689 5-26 

(Refers to Fact Pattern #5) 

Ignoring the time value of money, the expected cost of using the semiautomatic machine 
is 

A. $170,000 

B. $130,000 

C. $210,000 

D. $250,000 

• Answer (A) is correct. The expected demand is 300,000 units [(.4 x 200,000) + (.3 
x 300,000) + (.2 x 400,000) + (.1 x 500,000)]. Total expected cost is therefore 
$170,000 [$50,000 fixed cost + ($.40 x 300,000) variable cost]. 

• Answer (B) is incorrect. The amount of $130,000 is calculated by using demand of 

200.000 units. 

• Answer (C) is incorrect. The amount of $210,000 is calculated by using demand of 

400.000 units. 

• Answer (D) is incorrect. The amount of $250,000 is calculated by using demand of 

500.000 units. 
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[28] Gleim #: 5.7.136 - Source: CMA 689 5-27 

(Refers to Fact Pattern #5) 

Using the expected value criterion, 

A. The single purpose machine should be used because of the low expected demand. 

B. The automatic machine should be used because of the high expected demand. 

C. The semiautomatic machine should be used because it has the lowest expected cost. 

D. The automatic machine has the lowest expected cost. 

• Answer (A) is incorrect. The single purpose machine is not the best choice based 
on the expected demand level. 

• Answer (B) is incorrect. The automatic machine is not the best choice based on the 
expected demand level. 

• Answer (C) is correct The semiautomatic machine has an expected cost of 
$170,000 based on an expected demand of 300,000 units [(.4 x 200,000) + (.3 x 
300,000) + (.2 x 400,000) + (.1 x 500,000)]. The single purpose machine has an 
expected cost of $200,000 [($.60 x 300,000) + $20,000]. The automatic machine 
has an expected cost of $180,000 [($.20 x 300,000) + $120,000)]. Hence, the 
semiautomatic machine has the lowest expected cost at the expected level of 
demand. 

• Answer (D) is incorrect. The automatic machine has the second lowest expected 
cost. 



[Fact Pattern #6] 

Stan Berry is considering selling peanuts at the Keefer High School football games. The 
peanuts would cost $.50 per bag and could be sold for $1.50 per bag. No other costs would be 
incurred to sell the peanuts. All unsold bags can be returned to the supplier for $.30 each. 

Berry estimated the demand for peanuts at each football game and constructed the payoff table 
that follows. 

Action (Bags to Stock) 

Demand Probability 



(Bags) 


of Demand 


20 


30 


40 


50 


20 


.2 


$20 


$18 


$16 


$14 


30 


.4 


$20 


$30 


$28 


$26 


40 


.3 


$20 


$30 


$40 


$38 


50 


.1 


$20 


$30 


$40 


$50 
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[29] Gleim #: 5.7.137 - Source: CMA 690 5-17 

(Refers to Fact Pattern #6) 

The optimum number of bags of peanuts for Stan Berry to stock is 



A. 20 

B. 30 

C. 40 

D. 50 

• Answer (A) is incorrect. The figure of 20 units does not have the greatest expected 
value. 

• Answer (B) is incorrect. The figure of 30 units does not have the greatest expected 
value. 

• Answer (C) is correct Expected value analysis is a means of selecting the best 
option when decisions involve risk. The expected value equals the sum of the 
products of the various payoffs and their respective probabilities. Stan Berry can 
calculate the expected value of each of his four possible actions as follows: 



Bags Expected 

Stocked Value 

20 ,2($20) + .4($20) + .3($20) + .l($20) = $20.00 

30 ,2($18) + .4($30) + .3($30) + .l($30) = 27.60 

40 ,2($16) + .4($28) + .3($40) + .l($40) = 30.40 

50 ,2($14) + .4($26) + .3($38) + .l($50) = 29.60 



The action with the highest expected payoff is to stock 40 bags. 

• Answer (D) is incorrect. The figure of 50 units does not have the greatest expected 
value. 

[30] Gleim #: 5.7.138 - Source: CMA 690 5-18 

(Refers to Fact Pattern #6) 

The maximum that Stan Berry should pay for perfect information so that he could always 
stock the correct number of bags of peanuts is 



A. 


$.80 


B. 


$2.60 


C. 


$10.40 


D. 


$30.00 
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• Answer (A) is incorrect. The most Stan would pay for perfect information is the 
difference between expected profit with perfect information and expected profit without 
perfect information. 

• Answer (B) is correct. Expected value analysis estimates future monetary value based 
on forecasts and their related probabilities of occurrence. The expected value is found by 
multiplying the probability of each outcome by its payoff and summing the products. 

The expected value of perfect information is the difference between the expected value 
under certainty and the expected value of the optimal decision under uncertainty. The 
expected value under certainty equals the sum of the products of the profit maximizing 
payoffs of perfect forecasts and the related probabilities. 



Thus, with perfect information, the proprietor could achieve an average profit of $33 per 
game. Without perfect information, the expected value is only $30.40. Accordingly, up 
to $2.60 could be paid for perfect information ($33 - $30.40). 

• Answer (C) is incorrect. The most Stan would pay for perfect information is the 
difference between expected profit with perfect information and expected profit without 
perfect information. 

• Answer (D) is incorrect. The most Stan would pay for perfect information is the 
difference between expected profit with perfect information and expected profit without 
perfect information. 



20% x $20 = 
40% x $30 = 
30% x $40 = 
10% x $50 = 



$ 4.00 
12.00 
12.00 
5.00 
$33.00 



Expected payoff with perfect info. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 20 



Gleim CMA Test Prep: Part 1 : Financial Planning, Performance, and Control 

(40 questions) 



[31] Gleim #: 5.7.139 - Source: CMA 0205 

Carson Products sell sweatshirts and is preparing for a World Cup Soccer match. The 
cost per sweatshirt varies with the quantity purchased as follows. 



Quantity 


Unit Cost 


4,000 


$14.00 


5,000 


13.50 


6,000 


13.00 


7,000 


12.50 



Carson must purchase the sweatshirts one month before the game and has analyzed the 
market and estimated sales levels as follows. 

Unit sales 4,000 5,000 6,000 7,000 

Probability 15% 20% 35% 30% 



The estimated selling price is $25 for sales made before and during game day. Any 
sweatshirts remaining after game day can be sold at wholesale to a local discount store 
for $10. 

The expected profit if Carson purchased 6,000 shirts is 



A. $64,500 

B. $66,000 

C. $69,000 

D. $72,000 
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• Answer (A) is correct. An expected value for each level of demand is derived by 

weighting the profit for that level by the probability of its occurrence. The cost of goods 
is the same in every case because 6,000 sweatshirts are being purchased without certain 
knowledge of what demand will be. Also, the gameday revenue for the 7,000 demand 
level is the same as for 6,000 since Carson only has 6,000 sweatshirts available for sale. 









Demand Level 








4,000 


5,000 


6,000 


7,000 Total 


Gameday revenue @ $25 


$100,000 


$125,000 


$150,000 


$150,000 


ea. 












Cost of goods (6,000 @ 


(78,000) 


(78,000) 


(78,000) 


(78,000) 


$13 ea.) 
Remainder 


(2,000 @ 


20,000 








revenue 


$10 ea.) 
(1,000 @ 
$10 ea.) 
(0 @ $10 




10,000 


0 


0 




ea.) 










Total profit 




$42,000 


$57,000 


$72,000 


$72,000 


Probability 




x 15% 


x 20% 


x 35% 


x 30% 


Expected value 




$6,300 


$11,400 


$25,200 


$21,600 $64,500 



• Answer (B) is incorrect. Improperly using a unit cost of $14.00 for all units and failing 
to weight the total profits results in $66,000. 

• Answer (C) is incorrect. Improperly using a unit cost of $13.50 for all units and failing 
to weight the total profits results in $69,000. 

• Answer (D) is incorrect. Improperly using 7,000 unit sales at the 7,000 demand level 
(only 6,000 shirts are available for sale) results in $72,000. 
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[Fact Pattern #7] 

A computer store sells four computer models designated as P104, X104, A104, and S104. The 
store manager has made random number assignments to represent customer choices based on 
past sales data. The assignments are shown below. 



Model 


Random Numbers 


P104 


0-1 


X104 


2-6 


A104 


7-8 


S104 


9 



[32] Gleim #: 5.7.140 - Source: CMA 688 5-25 

(Refers to Fact Pattern #7) 

The probability that a customer will select model P104 is 

A. 10% 

B. 20% 

C. 50% 

D. Some percentage other than those given. 

• Answer (A) is incorrect. This percentage is the probability of selecting S104. 

• Answer (B) is correct Ten random numbers have been assigned. Of these, two (0 
and 1) have been assigned to model P104. Thus, there are two chances out of ten, or 
20%, that a customer will select that model. 

• Answer (C) is incorrect. The probability of selecting X104 is 50%. 

• Answer (D) is incorrect. The correct percentage is among the responses given. 
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[33] Gleim #: 5.7.141 - Source: CMA 688 5-26 

(Refers to Fact Pattern #7) 

In running a simulation of the computer demand, the following numbers are drawn in 
sequence: 2, 8, and 6. The simulation indicates that the third customer will purchase. 

A. Model P104. 

B. Model X104. 

C. Model A104. 

D. Models 104. 

• Answer (A) is incorrect. Model PI 04 corresponds to numbers 0 and 1. 

• Answer (B) is correct The third customer is simulated by the third number drawn. 
Therefore, the third customer’s purchase is represented by the number 6. The 
numbers 2 through 6 correspond to model XI 04. Thus, the third customer is 
expected to purchase model XI 04. 

• Answer (C) is incorrect. Model A 104 corresponds to numbers 7 and 8. 

• Answer (D) is incorrect. Model S104 corresponds to number 9. 

[34] Gleim #: 5.7.142 - Source: CMA 683 5-8 

A company is simulating the actions of a government agency in which 50% of the time a 
recall of a product is required, 40% of the time only notification of the buyer about a 
potential defect is required, and 10% of the time no action on its part is required. Random 
numbers of 1 to 100 are being used. An appropriate assignment of random numbers for 
the recall category would be 



A. 1-40 

B. 40-90 

C. 61-100 

D. 11-60 

• Answer (A) is incorrect. The assignment of 1-40 is an appropriate assignment of 
random numbers for the notification category. 

• Answer (B) is incorrect. The assignment of 40-90 includes 51 numbers. 

• Answer (C) is incorrect. The assignment of 61-100 is an appropriate assignment of 
random numbers for the notification category. 

• Answer (D) is correct. Given a 50% chance of a recall, 50 different numbers should 
be assigned to that alternative. The answer (11-60) is the only alternative with 50 
numbers. 
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[35] Gleim #: 5.7.143 - Source: CMA 0408 1-176 

Johnson Software has developed a new software package. Johnson’s sales manager has 
prepared the following probability distribution describing the relative likelihood of 
monthly sales levels and relative income (loss) for the company’s new software package. 

Monthly Sales 

In Units Probability Income(Loss) 



10,000 


.2 


$(4,000) 


20,000 


.3 


10,000 


30,000 


.3 


30,000 


40,000 


.2 


60,000 



If Johnson decides to market its new software package, the expected value of additional 
monthly income will be 

A. $23,200 

B. $24,000 

C. $24,800 

D. $25,000 

• Answer (A) is correct. Expected value is a means of associating a dollar amount 
with each of the possible outcomes of a probability distribution. The outcome 
yielding the highest expected value (which may or may not be the most likely one) 
is the optimal alternative. The expected value of each outcome, and of the project as 
a whole, can be determined through the preparation of a payoff table, as follows: 



Monthly 
Sales 
In Units 


Probability 




Income 

(Loss) 


Expected 

Value 


10,000 


.2 


X 


$(4,000) = 


$ (800) 


20,000 


.3 


X 


10,000 


3,000 


30,000 


.3 


X 


30,000 


9,000 


40,000 


.2 


X 


60,000 


12,000 

$23,200 



• Answer (B) is incorrect. The amount of $24,000 results from failing to account for 
the $4,000 loss at the 10,000-unit sales level. 

• Answer (C) is incorrect. The amount of $24,800 results from improperly treating 
the $4,000 from the 10,000-unit level as income rather than as a loss. 
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• Answer (D) is incorrect. The amount of $25,000 results from improperly weighting the 
monthly sales units, rather than the income and loss figures, by the probabilities. 

[36] Gleim #: 5.7.144 - Source: CMA 0408 1-177 

According to recent focus sessions, Norton Corporation has a “can’t miss” consumer 
product on its hands. Sales forecasts indicate either excellent or good results, with 
Norton’s sales manager assigning a probability of .6 to a good results outcome. The 
company is now studying various sales compensation plans for the product and has 
determined the following contribution margin data: 



Contribution 

Margin 



sales are excellent and 


Plan 1 is adopted 


$300,000 


Plan 2 is adopted 


370,000 


sales are good and 


Plan 1 is adopted 


240,000 


Plan 2 is adopted 


180,000 



On the basis of this information, which of the following statements is correct? 

A. Plan 2 should be adopted because it is $10,000 more attractive than Plan 1. 

B. Plan 1 should be adopted because it is $8,000 more attractive than Plan 2. 

C. Plan 1 should be adopted because of the sales manager’s higher confidence in good 
results. 

D. Either Plan should be adopted, the decision being dependent on the probability of 
excellent sales results. 

• Answer (A) is incorrect. The expected value of Plan 2 exceeds that of Plan 1 by 
$10,000 only after merely summing the unweighted contribution margins. 
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• Answer (B) is correct. When monetary outcomes and probabilities can be reasonably 
estimated, a payoff table can be constructed to determine the best course of action: 



Decision 

Alternative 


State of 
Nature 


Contribution 

Margin 




Probability 


Expected 

Value 


Plan 1 


Excellent 


$300,000 


X 


0.4 


= $120,000 




Good 


240,000 


X 


0.6 


= 144,000 












$264,000 


Plan 2 


Excellent 


$370,000 


X 


0.4 


= $148,000 




Good 


180,000 


X 


0.6 


= 108,000 



$256,000 



After weighting the possible monetary outcomes by their respective probabilities, the expected 
value of Plan 1 is $8,000 higher than the expected value of Plan 2. 

• Answer (C) is incorrect. The purpose of expected value computation is to take all possible 
outcomes into account, not just the most likely. 

• Answer (D) is incorrect. The plan must be adopted before the actual outcome is known. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 27 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(40 questions) 



[37] Gleim #: 5.7.145 - Source: CMA 0408 1-178 

Denton, Inc., manufactures industrial machinery and requires 100,000 switches per year 
in its assembly process. When switches are received from a vendor they are installed in 
the specific machine and tested. If the switches fail, they are scrapped and the associated 
labor cost of $25 is considered lost productivity. Denton purchases “off the shelf’ 
switches as opposed to custom-made switches and experiences quality problems with 
some vendors’ products. A decision must be made as to which vendor to buy from during 
the next year based on the following information. 

Percentage Expected 

Vendor Price per Switch to Pass the Test 



p 


$35 


90% 


Q 


37 


94% 


R 


39 


97% 


S 


40 


99% 



Which vendor should Denton’s controller recommend to management? 

A. Vendor P. 

B. Vendor Q. 

C. Vendor R. 

D. VendorS. 

• Answer (A) is incorrect. The total cost of using Vendor P ($4,100,000) is greater 
than that of Vendor S ($4,065,000) 

• Answer (B) is incorrect. The total cost of using Vendor Q ($4,072,000) is greater 
than that of Vendor S ($4,065,000). 

• Answer (C) is incorrect. The total cost of using Vendor R ($4,092,000) is greater 
than that of Vendor S ($4,065,000). 
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• Answer (D) is correct The total cost of buying from each vendor consists of three 


components: purchase price, cost of scrapping, and replacement cost. Total purchase 


is calculated as follows: 










Annual 






Total 




Quantity 




Unit 


Purchase 


Vendor 


Purchased 




Price 


Price 


P 


100,000 


X 


$35 


$3,500,000 


Q 


100,000 


X 


37 


3,700,000 


R 


100,000 


X 


39 


3,900,000 


S 


100,000 


X 


40 


4,000,000 


The number 


of rejected units 


is calculated like so: 




Annual 

Quantity 




% 


Quantity 


Vendor 


Purchased 




Unusable 


Unusable 


P 


100,000 


X 


10% 


10,000 


Q 


100,000 


X 


6% 


6,000 


R 


100,000 


X 


3% 


3,000 


S 


100,000 


X 


1% 


1,000 



These are used to determine the cost of scrapping and replacing the defective switches: 



Vendor 


Quantity 

Unusable 




Cost of 
Scrapping 


Total Cost 
of Scrapping 


P 


10,000 


X 


$25 


$250,000 


Q 


6,000 


X 


25 


150,000 


R 


3,000 


X 


25 


75,000 


S 


1,000 


X 


25 


25,000 








Unit 


Total 




Quantity 




Replacement 


Replacement 


Vendor 


Unusable 




Cost 


Cost 


P 


10,000 


X 


$35 


= $350,000 


Q 


6,000 


X 


37 


= 222,000 


R 


3,000 


X 


39 


= 117,000 


S 


1,000 


X 


40 


= 40,000 



The three costs are combined to arrive at the total cost for each vendor: 
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[38] Gleim #: 5.7.146 - Source: CMA 0408 1-179 

Scarf Corporation’s controller has decided to use a decision model to cope with 
uncertainty. With a particular proposal, currently under consideration, Scarf has two 
possible actions, invest or not invest in a joint venture with an international firm. The 
controller has determined the following: 

Action: Invest in the Joint Venture 

Events and Probabilities: 

Probability of success 
Cost of investment 
Cash flow if investment is successful 
Cash flow if investment is unsuccessful 
Additional costs to be paid 
Costs incurred up to this point 



Action: Do Not Invest in the Joint Venture 
Events: 

Costs incurred up to this point 
Additional costs to be paid 



= 60% 

= $9.5 million 
= $15.0 million 
= $2.0 million 
= $0 

= $650,000 



= $650,000 

= $ 100,000 



Which one of the following alternatives correctly reflects the respective expected values 
of investing versus not investing? 

A. $300,000 and $(750,000). 

B. $(350,000) and $(100,000). 

C. $300,000 and $(100,000). 

D. $(350,000) and $(750,000). 

• Answer (A) is incorrect. The amount of $(750,000) results from improperly 
treating sunk costs as relevant when calculating the expected value of not investing. 

• Answer (B) is incorrect. The amount of $(350,000) results from improperly 
treating sunk costs as relevant when calculating the expected value of investing. 
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• Answer (C) is correct. When monetary outcomes and probabilities can be reasonably 
estimated, a payoff table can be constructed to determine the best course of action: 



Decision 

Alternative 


State of 
Nature 


Cash Inflow 




Probability 


Expected 

Value 


Invest 


Success 


$15,000,000 


X 


0.6 


$ 9,000,000 




No success 


2,000,000 


X 


0.4 


800,000 










Cost of investment 


(9,500,000) 










Additional costs 


0 










Net expected value 


$ 300,000 


)o Not Invest 


Success 


$ 0 


X 


0.6 


$ 0 




No success 


0 


X 


0.4 


0 










Cost of investment 


0 










Additional costs 


(100,000) 



Net expected value $ (100,000) 



• Answer (D) is incorrect. The amounts of $(350,000) and $(750,000) result from 
improperly treating sunk costs as relevant. 

[39] Gleim #: 5.7.147 - Source: CMA 0408 1-180 



Allbee Company has three possible investment opportunities. The controller calculated 
the payoffs and probabilities as follows: 



Probabilities 



Payoffs Investment A Investment B Investment C 



$(20,000) .3 .2 

(10,000) .1 .2 

30.000 .3 .2 

70.000 .2 .2 

100,000 .1 .2 



.3 

.1 

.2 

.3 

.1 



The cost of investments A, B, and C are the same. Using the expected-value criterion, 
which one of the following rankings of these investments, from highest payoff to lowest 
payoff, is correct? 



A. A, B, C. 

B. B, A, C. 

C. C, A, B. 

D. B, C, A. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 31 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(40 questions) 



• Answer (A) is incorrect. Investment B has a higher expected value than Investment A. 

• Answer (B) is incorrect. Investment C has a higher expected value than Investment A. 

• Answer (C) is incorrect. Investment B has a higher expected value than both Investment 
C and Investment A. 

• Answer (D) is correct. When monetary outcomes and probabilities can be reasonably 
estimated, a payoff table can be constructed to determine the best course of action: 



Investment A 




Investment B 




Payoffs 


Probability 


Expected 

Value 


Payoffs 


Probability 


Expected 

Value 


$(20,000) 


0.3 


$ (6,000) 


$(20,000) 


0.2 


$ (4,000) 


(10,000) 


0.1 


(1,000) 


(10,000) 


0.2 


(2,000) 


30,000 


0.3 


9,000 


30,000 


0.2 


6,000 


70,000 


0.2 


14,000 


70,000 


0.2 


14,000 


100,000 


0.1 


10,000 


100,000 


0.2 


20,000 


Total 




$26,000 


Total 




$34,000 



Investment C 




Payoffs 


Probability 


Expected 

Value 


$(20,000) 


0.3 


$ (6,000) 


(10,000) 


0.1 


(1,000) 


30,000 


0.2 


6,000 


70,000 


0.3 


21,000 


100,000 


0.1 


10,000 


Total 




$30,000 
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[40] Gleim #: 5.7.148 - Source: CMA 0408 1-181 

The sales manager of Serito Doll Company has suggested that an expanded advertising 
campaign costing $40,000 would increase the sales and profits of the company. He has 
developed the following probability distribution for the effect of the advertising 
campaign on company sales: 

Sales Increase 

(Units) Probability 



15,000 


.10 


30,000 


.35 


45,000 


.10 


60,000 


.25 


75,000 


.20 



The company sells the dolls at $5.20 each. The cost of each doll is $3.20. Serito’s 
expected incremental profit, if the advertising campaign is adopted, is 

A. $6,500 

B. $46,500 

C. $53,000 

D. $93,000 

• Answer (A) is incorrect. The amount of $6,500 results from treating the expected 
unit increases as expected profit amounts. 

• Answer (B) is incorrect. The amount of $46,500 results from treating the expected 
unit increases as expected profit amounts and failing to take the cost of advertising 
into account. 
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• Answer (C) is correct. When monetary outcomes and probabilities can be reasonably 
estimated, a payoff table can be constructed to determine the best course of action [Serito’s 
incremental profit on each doll sold is $2.00 ($5.20 - $3.20)]: 



Unit 

Sales 

Increase 




Probability 


Expected 

Unit 

Increase 




Incr. 

Profit 


Expected 

Profit 


15,000 


X 


0.10 


1,500 


X 


$2 


$ 3,000 


30,000 


X 


0.35 


10,500 


X 


$2 


21,000 


45,000 


X 


0.10 


4,500 


X 


$2 


9,000 


60,000 


X 


0.25 


15,000 


X 


$2 


30,000 


75,000 


X 


0.20 


15,000 


X 


$2 


30,000 



Expected gross profit $93,000 

Cost of advertising (40,000) 

Expected net profit $53,000 



• Answer (D) is incorrect. The amount of $93,000 results from failing to take the cost of 
advertising into account. 

[41] Gleim #: 5.7.149 - Source: CMA 0408 1-182 

Stock X has the following probability distribution of expected future returns: 
Expected 

Probability Return 

.1 - 20 % 

.2 5% 

.4 15% 

.2 20% 

.1 30% 



The expected rate of return on Stock X is 



A. 10% 

B. 12% 

C. 16% 

D. 19% 

• Answer (A) is incorrect. This percentage results from improperly summing the 
expected rates of return and dividing by the number of occurrences. 
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• Answer (B) is correct. Expected value computation can be applied to rates of return as well 
as to dollar amounts. 

Weighted 
Expected Expected 
Probability Return Return 



0.1 


-20% 


-2% 


0.2 


5% 


1% 


0.4 


15% 


6% 


0.2 


20% 


4% 


0.1 


30% 


3% 






12% 



• Answer (C) is incorrect. This percentage results from failing to treat the -20% return 
figure as a reduction. 

• Answer (D) is incorrect. This percentage results from overstating the returns at the higher 
expected returns. 
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[42] Gleim #: 5.7.150 - Source: CMA 0408 1-183 

Which one of the following four probability distributions provides the highest expected 
monetary value? 



Alternative #1 Alternative #2 





Cash 




Cash 


Prob 


Inflows 


Prob 


Inflows 


10% 


$ 50,000 


10% 


$ 50,000 


20% 


75,000 


20% 


75,000 


40% 


100,000 


45% 


100,000 


30% 


150,000 


25% 


150,000 


Alternative #3 


Alternative #4 




Cash 




Cash 


Prob 


Inflows 


Prob 


Inflows 


10% 


$ 50,000 


10% 


$150,000 


20% 


75,000 


20% 


100,000 


40% 


100,000 


40% 


75,000 


30% 


125,000 


30% 


50,000 



A. Alternative #1. 

B. Alternative #2. 

C. Alternative #3. 

D. Alternative #4. 
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• Answer (A) is correct. When monetary outcomes and probabilities can be reasonably 
estimated, a payoff table can be constructed to determine the best course of action: 



Alternative #1 Alternative #2 



Probability 


Payoffs 


Expected 
Value ] 


Probability 


Payoffs 


Expected 

Value 


10% 


$ 50,000 


$ 5,000 


10% 


$ 50,000 


$ 5,000 


20% 


75,000 


15,000 


20% 


75,000 


15,000 


40% 


100,000 


40,000 


45% 


100,000 


45,000 


30% 


150,000 


45,000 


25% 


150,000 


37,500 


Total 


$105,000 


Total 


$102,500 


Alternative #3 


Alternative #4 








Expected 






Expected 


Probability 


Payoffs 


Value ] 


Probability 


Payoffs 


Value 


10% 


$ 50,000 


$ 5,000 


10% 


$150,000 


$15,000 


20% 


75,000 


75,000 


20% 


100,000 


20,000 


40% 


100,000 


40,000 


40% 


75,000 


30,000 


30% 


125,000 


37,500 


30% 


50,000 


15,000 


Total 


$97,500 


Total 


$80,000 



• Answer (B) is incorrect. The expected value of Alternative #2 is only $102,500. 

• Answer (C) is incorrect. The expected value of Alternative #3 is only $97,500. 

• Answer (D) is incorrect. The expected value of Alternative #4 is only $80,000. 

[43] Gleim #: 5.7.151 - Source: CMA 1294 4-30 

Sweivel Company is preparing its budget and, taking into consideration the recent pace of 
economic recovery, has developed several sales forecasts and the estimated probability 
associated with each sales forecast. To determine the sales forecast to be used for 
budgeting purposes, which one of the following techniques should Sweivel use? 



A. Expected value analysis. 

B. Continuous probability simulation. 

C. Exponential distribution analysis. 

D. Sensitivity analysis. 
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• Answer (A) is correct. Expected value analysis provides a rational means for selecting 
the best alternative in decisions involving risk. The expected value of an alternative is 
found by multiplying the probability of each outcome by its payoff and summing the 
products. It represents the long-term average payoff for repeated trials. 

• Answer (B) is incorrect. Simulation is not necessary. Several estimates are known. 

• Answer (C) is incorrect. The exponential distribution is the probability of zero 
occurrences in a specified time period. 

• Answer (D) is incorrect. Sensitivity analysis involves making several estimates of key 
variables and recalculating results based on the alternative estimates; the objective is to 
determine how sensitive a solution is to changes in estimates. 



[Fact Pattern #8] 

Gleason Co. has two products, a frozen dessert and ready-to-bake breakfast rolls, ready for 
introduction. However, plant capacity is limited, and only one product can be introduced at 
present. Therefore, Gleason has conducted a market study, at a cost of $26,000, to determine 
which product will be more profitable. The results of the study follow. 



Sales of Desserts at $ 1.80/unit Sales of Rolls at $ 1.20/unit 



Volume 


Probability 


Volume 


Probability 


250,000 


.30 


200,000 


.20 


300,000 


.40 


250,000 


.50 


350,000 


.20 


300,000 


.20 


400,000 


.10 


350,000 


.10 



The costs associated with the two products have been estimated by Gleason’s cost accounting 
department and are as follows: 



Dessert Rolls 



Ingredients per unit 


$ .40 


$ .25 


Direct labor per unit 


.35 


.30 


Variable overhead per unit 


.40 


.20 


Production tooling* 


48,000 


25,000 


Advertising 


30,000 


20,000 



*Gleason treats production tooling as a current operating expense rather than capitalizing it as 
a fixed asset. 
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[44] Gleim #: 5.7.152 - Source: CMA 687 5-21 

(Refers to Fact Pattern #8) 

According to Gleason’s market study, the expected value of the sales volume of the 
breakfast rolls is 

A. 125,000 units. 

B. 260,000 units. 

C. 275,000 units. 

D. Some amount other than those given. 

• Answer (A) is incorrect. This number of units is the 250,000 volume times the 
probability of 50%. 

• Answer (B) is correct The expected value is found by multiplying the probability 
of each possibility by the potential volumes: 



200.000 x .20 = 40,000 

250.000 x .50 = 125,000 

300.000 x .20 = 60,000 

350. 000 x. 10 = 35,000 



Total units 260,000 

• Answer (C) is incorrect. This number of units is a simple average of the volume 
sales of rolls. 

• Answer (D) is incorrect. The expected value is 260,000 units. 

[45] Gleim #: 5.7.153 - Source: CMA 687 5-22 

(Refers to Fact Pattern #8) 

Applying a deterministic approach, Gleason’s revenue from sales of frozen desserts 
would be 

A. $549,000 

B. $540,000 

C. $216,000 

D. Some amount other than those given. 

• Answer (A) is incorrect. Multiplying the volume times the probability times $1.80 
for each possibility and then totaling results in $549,000. This is the total revenue. 
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• Answer (B) is correct. The word deterministic is used to characterize processes that are not 
probabilistic. Such an approach uses the most likely value. In this case, sales of desserts 
would most likely be 300,000 units. At $1.80 each, total revenue would be $540,000. 

• Answer (C) is incorrect. Multiplying 300,000 units times .40 probability times $1.80 
results in $216,000. The probability should not be used in the formula. It should be used to 
select the most likely possibility. 

• Answer (D) is incorrect. The revenue would be $540,000. 

[46] Gleim #: 5.7.154 - Source: CMA 687 5-23 

(Refers to Fact Pattern #8) 

The expected value of Gleason’s operating profit directly traceable to the sale of frozen 
desserts is 

A. $198,250 

B. $150,250 

C. $120,250 

D. Some amount other than those given. 

• Answer (A) is incorrect. This amount does not subtract the fixed costs of $78,000. 

• Answer (B) is incorrect. This amount does not subtract the advertising costs of 
$30,000. 

• Answer (C) is correct The expected volume for sales of frozen desserts is 305,000 
[(250,000 x .30) + (300,000 x .40) + (350,000 x .20) + (400,000 x .10)]. At $1.80 
each, the total revenue from 305,000 units would be $549,000. Variable costs 
would total $1.15 each ($.40 + $.35 + $.40), or $350,750 for 305,000 units. Fixed 
costs total $78,000 ($48,000 + $30,000). Thus, operating profit would be $120,250 
($549,000 - $350,750 - $78,000). 

• Answer (D) is incorrect. The expected value would be $120,250. 
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[1] Gleim #: 5.8.155 - Source: CMA 689 5-17 

A quantitative technique useful in projecting a firm’s sales and profits is 

A. Probability distribution theory. 

B. Gantt charting. 

C. Learning curves. 

D. Queuing theory. 

• Answer (A) is correct. Probability distribution theory can be used to project sales. It 
is a mathematical method for making decisions about the likelihood of future events 
(such as sales) in the face of uncertainty. Various estimates of sales (generated from 
the sales force) can be weighted with different probabilities. 

• Answer (B) is incorrect. A Gantt chart is a bar chart used to measure progress 
toward a goal. 

• Answer (C) is incorrect. A learning curve measures the benefit of experience in the 
early stages of a new task. 

• Answer (D) is incorrect. Queuing (waiting-line) theory is used to determine the 
optimum balance between the cost of providing service to reduce waiting lines and 
the cost of allowing waiting lines to exist when items in the queue arrive at random. 

[2] Gleim #: 5.8.156 - Source: CMA 696 4-20 

A widely used approach that managers use to recognize uncertainty about individual 
items and to obtain an immediate financial estimate of the consequences of possible 
prediction errors is 

A. Expected value analysis. 

B. Learning curve analysis. 

C. Sensitivity analysis. 

D. Regression analysis. 

• Answer (A) is incorrect. Expected value is the probabilistically weighted average 
of the outcomes of an action. 

• Answer (B) is incorrect. Learning curve analysis quantifies how labor costs decline 
as employees learn their jobs through repetition. 
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• Answer (C) is correct. Sensitivity analysis determines how a result varies with changes in a 
given variable or parameter in a mathematical decision model. For example, in a present 
value analysis, a manager might first calculate the net present value or internal rate of return 
assuming that a new asset has a 10-year life. The NPV or IRR can then be recalculated 
using a 5-year life to determine how sensitive the result is to the change in the assumption. 

• Answer (D) is incorrect. Regression, or least squares, analysis determines the average 
change in the dependent variable given a unit change in one or more independent variables. 

[3] Gleim #: 5.8.157 - Source: CMA 690 5-21 

Through the use of decision models, managers thoroughly analyze many alternatives and 
decide on the best alternative for the company. Often, the actual results achieved from a 
particular decision are not what was expected when the decision was made. In addition, 
an alternative that was not selected would have actually been the best decision for the 
company. The appropriate technique to analyze the alternatives by using expected inputs 
and altering them before a decision is made is 

A. Expected value analysis. 

B . Linear programming . 

C. Program Evaluation Review Technique (PERT). 

D. Sensitivity analysis. 

• Answer (A) is incorrect. Expected value analysis is used to determine an 
anticipated return or cost based upon probabilities of events and their related 
outcomes. 

• Answer (B) is incorrect. Linear programming optimizes a function given certain 
constraints. 

• Answer (C) is incorrect. PERT is a network technique used to plan and control 
large projects. 

• Answer (D) is correct. Sensitivity modeling can be used to determine the outcome 
of a variety of decisions. A trial-and-error method may be adopted, usually in a 
computer model, to calculate the sensitivity of the solution (variability of outcomes) 
to changes in a variable. 
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[4] Gleim #: 5.8.158 - Source: CMA 1283 5-19 

The process of evaluating the effect of changes in variables such as sales price or wage 
rates on the optimum solution in a linear programming application is called 



A. Iterative analysis. 

B. Regression analysis. 

C. Sensitivity analysis. 

D. Matrix analysis. 

• Answer (A) is incorrect. Both the simplex method and iterative analysis are ways 
of working a linear programming problem by hand. 

• Answer (B) is incorrect. Regression analysis is a means of finding the relationship 
between two or more variables. 

• Answer (C) is correct Sensitivity analysis is a process to determine how sensitive 
the final result (solution) is to changes in variables. It is often used in capital 
budgeting decisions to incorporate various levels of risk. 

• Answer (D) is incorrect. Matrix analysis is another mathematical tool used to solve 
a variety of problem types. 

[5] Gleim #: 5.8.159 - Source: CMA 0408 1-187 



Susan Hines has developed an estimate of the earnings per share for her firm for the next 
year using the following parameters. 



Sales 

Cost of goods sold 

General & administrative expenses 

Selling expense 

Debt outstanding 

Effective tax rate 

Common shares outstanding 



$20 million 
70% of sales 
$300,000 

$100,000 plus 10% of sales 
$5 million @8% interest rate 
35% 

2 million 



She is now interested in the sensitivity of earnings per share to sales forecast changes. A 
10% sales increase would increase earnings per share by 

A. 7.0 cents per share. 

B. 10.4 cents per share. 

C. 13.0 cents per share. 

D. 20.0 cents per share. 
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• Answer (A) is incorrect. The amount of 7.0 cents per share results from assuming an 
increase in fixed selling costs. 

• Answer (B) is incorrect. The amount of 10.4 cents per share results from incorrectly 
assuming an increase in interest expense. 

• Answer (C) is correct. Sensitivity analysis reveals how sensitive expected value 
calculations are to the accuracy of the initial estimates. Sensitivity analysis is thus useful 
in determining whether expending additional resources to obtain better forecasts is 
justified. 





Original 


10% 




Projection 


Increase 


Sales 


$20,000,000 


$22,000,000 


Cost of goods sold 


(14,000,000) 


(15,400,000) 


Gross profit 


$ 6,000,000 


$ 6,600,000 


Selling expenses 


(2,100,000) 


(2,300,000) 


G&A expenses 


(300,000) 


(300,000) 


Operating income 


$ 3,600,000 


$ 4,000,000 


Interest expense 


(400,000) 


(400,000) 


Earnings before taxes 


$ 3,200,000 


$ 3,600,000 


Income taxes 


(1,120,000) 


(1,260,000) 


Net income 


$ 2,080,000 


$ 2,340,000 


Earnings per share 


$ 1.04 


$ 1.17 



• Answer (D) is incorrect. The amount of 20.0 cents per share results from failing to take 
the variable portion of selling expenses into account or failing to deduct the extra 
income taxes. 
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[1] Gleim #: 1.1 - Source: CMA 1291 3-19 

A distinction between forecasting and planning 

A. Is not valid because they are synonyms. 

B. Arises because forecasting covers the short term and planning does not. 

C. Is that forecasts are used in planning. 

D. Is that forecasting is a management activity, whereas planning is a technical activity. 

Answer (A) is incorrect because forecasting is a basis for planning. 

Answer (B) is incorrect because forecasting and planning may be short or long term. 

Answer (C) is correct. Planning is the determination of what is to be done, and of how, when, where, and by whom it is to be done. 
Plans serve to direct the activities that all organizational members must undertake to move the organization from where it is to where it 
wants to be. Forecasting is the basis of planning because it projects the future. A variety of quantitative methods are used in forecasting. 
Answer (D) is incorrect because forecasting is often more technical than planning. It can involve a variety of mathematical models. 

[2] Gleim#: 1.2 - Source: CMA 692 3-12 

Strategy is a broad term that usually means the selection of overall objectives. Strategic analysis ordinarily 
excludes the 

A. Trends that will affect the entity’ s markets. 

B. Target product mix and production schedule to be maintained during the year. 

C. Forms of organizational structure that would best serve the entity. 

D. Best ways to invest in research, design, production, distribution, marketing, and administrative activities. 

Answer (A) is incorrect because strategic analysis includes examining marketing trends. 

Answer (B) is correct. Strategic analysis is the process of long-range planning. It includes identifying organizational objectives, 
evaluating the strengths and weaknesses of the organization, assessing risk levels, and forecasting the future direction and influences of 
factors relevant to the organization, such as market trends, changes in technology, international competition, and social change. The final 
step is to derive the best strategy for reaching the objectives. Setting the target product mix and production schedule for the current year 
is not a concern of strategic analysis because it is a short-term activity. 

Answer (C) is incorrect because strategic analysis evaluates organizational structure. 

Answer (D) is incorrect because strategic analysis includes evaluation of the best ways to invest in research, design, etc. 

[3] Gleim#: 1.3 — Source: CMA 695 3-13 

Strategic planning, as practiced by most modem organizations, includes all of the following except 

A. Top-level management participation. 

B. A long-term focus. 

C. Strategies that will help in achieving long-range goals. 

D. Analysis of the current month’s actual variances from budget. 

Answer (A) is incorrect because top-level management participation, a long-term focus, strategies that will help in achieving long-range 
goals, and identification of long-term key variables including external influences are elements of strategic planning. 

Answer (B) is incorrect because top-level management participation, a long-term focus, strategies that will help in achieving long-range 
goals, and identification of long-term key variables including external influences are elements of strategic planning. 

Answer (C) is incorrect because top-level management participation, a long-term focus, strategies that will help in achieving long-range 
goals, and identification of long-term key variables including external influences are elements of strategic planning. 

Answer (D) is correct. Strategic planning is the process of setting overall organizational objectives and goals. It is a longterm process 
aimed at charting the future course of the organization. Strategic planning is based on assessing risk levels, evaluating the strengths and 
weaknesses of the organization, and forecasting the future direction and influences of factors relevant to the organization such as market 
trends, changes in technology, international competition, and social change. Analysis of the current month’s budget variances is not an 
aspect of strategic planning. 
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[4] Gleim #: 1.4 - Source: CMA 1296 3-11 

Which one of the following reasons is not a significant reason for planning in an organization? 

A. Promoting coordination among operating units. 

B. Forcing managers to consider expected future trends and conditions. 

C. Developing a basis for controlling operations. 

D. Monitoring profitable operations. 

Answer (A) is incorrect because planning helps to ensure goal congruence. 

Answer (B) is incorrect because, by definition, planning is forward looking. It compels managers to determine their objectives, the 
methods of achieving those objectives, and the resources required. 

Answer (C) is incorrect because plans are the criteria with which results are compared during the planning-control cycle to determine 
whether objectives are being achieved. 

Answer (D) is correct. Monitoring profitable operations is not a significant reason for planning. Monitoring is a control function, 
whereas planning has a control purpose that precedes control in the planning-control cycle. Planning establishes standards against which 
the control function compares preliminary or final results. 

[5] Gleim #: 1.5 — Source: CMA 693 3-6 

Certain phases of the planning process should be formalized for all of the following reasons except that 

A. Informal plans and goals lack the necessary precision, understanding, and consistency. 

B. Formal plans can act as a constraint on the decision-making freedom of managers and supervisors. 

C. Formalization requires the establishment and observance of deadlines for decision making and planning. 

D. Formalization provides a logical basis for rational flexibility in planning. 

Answer (A) is incorrect because formal planning compels managers to establish specific goals and avoid pursuit of contradictory 
objectives. It also requires managers to think carefully about what the organization should accomplish and how goals are to be met. 
Answer (B) is correct. A formal plan is a prescription for organizational behavior and a set of goals. Management decision making is 
therefore necessarily constrained by the limitations established in the plan. 

Answer (C) is incorrect because plans entail commitment to achieving specified results within a given future time frame. Hence, 
deadlines are an essential part of formal planning. 

Answer (D) is incorrect because formal plans should be the product of a disciplined, objective process of gathering evidence and 
reasoning. It recognizes that assumptions must be made about future conditions and that plans must be flexible enough to allow for 
changes in those assumptions. 

[6] Gleim#: 1.6 - Source: CMA 1294 3-14 

All of the following are characteristics of the strategic planning process except the 

A. Emphasis on the long run. 

B. Analysis of external economic factors. 

C. Review of the attributes and behavior of the organization’s competition. 

D. Analysis and review of departmental budgets. 

Answer (A) is incorrect because emphasis on the long run, analysis of external economic factors, consideration of competitive factors, 
and analysis of consumer demand are all aspects of strategic planning. 

Answer (B) is incorrect because emphasis on the long run, analysis of external economic factors, consideration of competitive factors, 
and analysis of consumer demand are all aspects of strategic planning. 

Answer (C) is incorrect because emphasis on the long run, analysis of external economic factors, consideration of competitive factors, 
and analysis of consumer demand are all aspects of strategic planning. 

Answer (D) is correct. Strategic planning is the process of setting the overall organizational objectives and goals, and involves the 
drafting of strategic plans. Long-range (strategic) planning is based on identifying and specifying organizational goals and objectives, 
evaluating the strengths and weaknesses of the organization, assessing risk levels, forecasting the future direction and influences of 
factors relevant to the organization (such as market trends, changes in technology, international competition, and social change), and 
deriving the best strategy for reaching the objectives given the organization’s strengths and weaknesses and the relevant future trends. 
Analyzing and reviewing departmental budgets is an aspect of operational management and not a part of strategic planning. 
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[7] Gleim#: 1.7 — Source: CMA 696 3-13 

The first step in the sales planning process is to 

A. Assemble all the data that are relevant in developing a comprehensive sales plan. 

B. Develop management guidelines specific to sales planning, including the sales planning process and 
planning responsibilities. 

C. Prepare a sales forecast consistent with specified forecasting guidelines, including assumptions. 

D. Secure managerial commitment to attain the goals specified in the comprehensive sales plan. 

Answer (A) is incorrect because top management must develop guidelines and outline planning responsibilitiesbefore assembling data. 
Answer (B) is correct. Sales planning is a starting point for many other plans. The resources required, revenues to be earned, and costs 
to be incurred depend on sales. The sales plan of an operating unit should include as much specific information from that unit’s 
management as possible, but it must conform to the strategic plans of corporate management. Thus, top manage- ment must provide a 
context within which operational managers can prepare their plans. Corporate support might include economic forecasts, overall market 
sales forecasts, and capital budgets. 

Answer (C) is incorrect because top management must develop guidelines and outline planning responsibilities before preparing a 
forecast. 

Answer (D) is incorrect because top management must develop guidelines and outline planning responsibilities before securing 
managerial commitment. 

[31] Gleim #: 1.31 - Source: CMA 694 3-14 

Which one of the following management considerations is usually addressed first in strategic planning? 

A. Outsourcing. 

B. Overall objectives of the firm. 

C. Organizational structure. 

D. Recent annual budgets. 

Answer (A) is incorrect because outsourcing is an operating decision of a more short-term nature. 

Answer (B) is correct. Strategic planning is the process of setting overall organizational objectives and drafting strategic plans. It is a 
process of long-term planning. Setting ultimate objectives for the firm is a necessary prelude to developing strategies for achieving those 
objectives. Plans and budgets are then needed to implement those strategies. 

Answer (C) is incorrect because organizational structure, although important in strategic planning, is based upon the firm’s overall 
objectives. 

Answer (D) is incorrect because recent annual budgets are a basis for short-term planning. 

[32] Gleim #: 1.32 - Source: CMA 693 3-9 

A firm’s statement of broad objectives or mission statement should accomplish all of the following except 

A. Outlining strategies for technological development, market expansion, and product differentiation. 

B. Defining the purpose of the company. 

C. Providing an overall guide to those in high-level, decision-making positions. 

D. Stating the moral and ethical principles that guide the actions of the firm. 

Answer (A) is correct. The determination of organizational objectives is the first step in the planning process. A mission statement is a 
formal, written document that defines the organization’ s purpose in society, for example, to produce and distribute certain goods of high 
quality in a manner beneficial to the public, employees, shareholders, and other constituencies. Thus, a mission statement does not 
announce specific operating plans. It does not describe strategies for technological development, market expansion, or product 
differentiation because these are tasks for operating management. 

Answer (B) is incorrect because a mission statement defines the purpose of the company (some writers differentiate between purpose 
and mission). 

Answer (C) is incorrect because broad objectives provide guidance to those in high-level positions who are responsible for long-range 
planning. 

Answer (D) is incorrect because mission statements increasingly are concerned with ethical principles. 
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[38] Gleim #: 1.38 - Source: CMA 697 3-16 

After the goals of the company have been established and communicated, the next step in the planning process 
is development of the 

A. Production budget. 

B. Direct materials budget. 

C. Selling and administrative budget. 

D. Sales budget. 

Answer (A) is incorrect because the production budget depends on the sales budget, and the direct materials, direct labor, factory 
overhead, and cost of goods sold budgets depend on the production budget. 

Answer (B) is incorrect because the production budget depends on the sales budget, and the direct materials, direct labor, factory 
overhead, and cost of goods sold budgets depend on the production budget. 

Answer (C) is incorrect because selling and administrative costs are dependent on projected sales. 

Answer (D) is correct. The sales budget is the first step in the operating budget process because it is needed to prepare all of the other 
budgets. For example, the production budget cannot be prepared until the sales department has determined how many units are needed. 

[40] Gleim #: 1.40 - Source: CMA 696 3-11 

In planning and controlling capital expenditures, the most logical sequence is to begin with 

A. Analyzing capital addition proposals. 

B. Making capital expenditure decisions. 

C. Analyzing and evaluating all promising alternatives. 

D. Identifying capital addition projects and other capital needs. 

Answer (A) is incorrect because analyzing capital addition proposals is a step subsequent to identifying capital addition projects and 
other capital needs. 

Answer (B) is incorrect because making capital expenditure decisions is a step subsequent to identifying capital addition projects and 
other capital needs. 

Answer (C) is incorrect because analyzing and evaluating all promising alternatives is a step subsequent to identifying capital addition 
projects and other capital needs. 

Answer (D) is correct. Capital budgeting is a long-term planning process for investments. This process begins with the identification of 
capital needs, that is, of projects required to achieve organizational goals. The next step is to search for specific investments. The third 
step is to acquire and analyze information about the potential choices. The fourth step is to select specific investments after considering 
both qualitative and quantitative factors. The fifth step is to finance the undertakings. The final step is implementation and monitoring. 

[51] Gleim #: 1.51 — Source: CMA Sample Q3-9 

Which one of the following planning techniques is most likely to be used to determine which business units will 
receive additional capital and which will be divested? 

A. Competitive strategies model. 

B. Portfolio matrix analysis. 

C. Scenario development. 

D. Situational analysis. 

Answer (A) is incorrect because Michael Porter’s model of competitive strategies has two variables: competitive advantage and 
competitive scope. The strategy adopted depends on whether the advantage sought is based on lower cost or product differentiation, and 
on whether the scope is broad or nan'ow. 

Answer (B) is correct. Business units may be treated as elements of an investment portfolio. A portfolio should be efficient in balancing 
the risk with the rate of return on the portfolio. The expected rate of return of a portfolio is the weighted average of the expected returns 
of the individual assets in the portfolio. The variability (risk) of a portfolio’s return is determined by the correlation of the returns of 
individual portfolio assets. To the extent the returns are not perfectly positively correlated, variability is decreased. Thus, business units 
should be selected that increase returns and diversify and reduce risk. 

Answer (C) is incorrect because scenario development is a qualitative forecasting method that involves preparing conceptual scenarios 
of future events, given carefully defined assumptions. It entails writing multiple alternative but equally likely descriptions of future 
states. A longitudinal scenario indicates how the current circumstances may develop, and a cross-sectional scenario describes possible 
future states at a designated time. 

Answer (D) is incorrect because situational analysis is a method of determining an organization’s direction by systematically matching 
its strengths and weaknesses with its environmental opportunities and threats (referred to as a SWOT analysis). 
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[9] Gleim #: 1.9 — Source: CMA 695 3-17 

The capital budget is a(n) 

A. Plan to ensure that sufficient funds are available for the operating needs of the company. 

B. Exercise that sets the long-range goals of the company including the consideration of external influences. 

C. Plan that coordinates and communicates a company’s plan for the coming year to all departments and 
divisions. 

D. Plan that assesses the long-term needs of the company for plant and equipment purchases. 

Answer (A) is incorrect because capital budgeting involves long-term investment needs, not immediate operating needs. 

Answer (B) is incon'ect because strategic planning establishes long-term goals in the context of relevant factors in the firm’s 
environment. 

Answer (C) is incorrect because an operating budget communicates a company’s plan for the coming year to all departments. 

Answer (D) is correct. Capital budgeting is the process of planning expenditures for long-lived assets. It involves choosing among 
investment proposals using a ranking procedure. Evaluations are based on various measures involving rate of return on investment. 

[10] Gleim #: 1.10 - Source: CMA 693 4-19 

Capital budgeting techniques are least likely to be used in evaluating the 

A. Acquisition of new aircraft by a cargo company. 

B. Design and implementation of a major advertising program. 

C. Adoption of a new method of allocating nontraceable costs to product lines. 

D. Sale by a conglomerate of an unprofitable division. 

Answer (A) is incorrect because new aircraft represent a long-term investment in capital goods. 

Answer (B) is incorrect because a major advertising program is a high-cost investment with long-term effects. 

Answer (C) is correct. Capital budgeting is the process of planning expenditures for investments that are expected to generate returns 
over a period of more than one year. Thus, capital budgeting concerns the acquisition or disposal of long-term assets and the financing 
ramifications of such decisions. The adoption of a new method of allocating nontraceable costs to product lines has no effect on a 
company’s cash flows, does not relate to the acquisition of long-term assets, and is not concerned with financing. Hence, capital 
budgeting is irrelevant to such a decision. 

Answer (D) is incorrect because disinvestment decisions should be approached with long-term planning methods applicable to 
investments. 

[11] Gleim #: 1.11 - Source: CMA 1294 4-25 

The capital budgeting model that is ordinarily considered the best model for long-range decision making is the 

A. Payback model. 

B. Accounting rate of return model. 

C. Unadjusted rate of return model. 

D. Discounted cash flow model. 

Answer (A) is incorrect because the payback method gives no consideration to the time value of money or to returns after the payback 
period. 

Answer (B) is incorrect because the accounting rate of return does not consider the time value of money. 

Answer (C) is incorrect because the unadjusted rate of return does not consider the time value of money. 

Answer (D) is correct. The capital budgeting methods that are generally considered the best for long-range decision making are the 
internal rate of return and net present value methods. These are both discounted cash flow methods. 
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[1] Gleim #: 5.1.1 - Source: CMA 0408 2-001 

All of the following are advantages of the use of budgets in a management control system 
except that budgets 

A. Force management planning. 

B. Provide performance criteria. 

C. Promote communication and coordination within the organization. 

D. Limit unauthorized expenditures. 

• Answer (A) is incorrect. Forcing management planning is an advantage of using 
budgets. 

• Answer (B) is incorrect. Providing performance criteria is an advantage of using 
budgets. 

• Answer (C) is incorrect. Promoting communication and coordination within the 
organization is an advantage of using budgets. 

• Answer (D) is correct. Budgets serve many roles. They force management to plan 
ahead, communicate organizational goals throughout the organization, and provide 
criteria for future performance evaluations. 

[2] Gleim #: 5.1.2 - Source: CMA 0205 

In the budgeting and planning process for a firm, which one of the following should be 
completed first? 

A. Sales budget. 

B. Financial budget. 

C. Cost management plan. 

D. Strategic plan. 

• Answer (A) is incorrect. The sales budget cannot be started until the strategic plan 
is finished. 

• Answer (B) is incorrect. The financial budget is a cluster of budgets that cannot be 
started until the cluster of budgets referred to as the operating budget is finished. 

• Answer (C) is incorrect. A cost management plan is independent of the firm’ s 
stated budget. 

• Answer (D) is correct. An organization must complete its strategic plan before any 
specific budgeting can begin. The strategic plan lays out the means by which a firm 
expects to fulfill its stated mission. 
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[3] Gleim #: 5.1.3 - Source: CMA 691 3-2 

Each organization plans and budgets its operations for slightly different reasons. Which 
one of the following is not a significant reason for planning? 

A. Providing a basis for controlling operations. 

B. Forcing managers to consider expected future trends and conditions. 

C. Ensuring profitable operations. 

D. Checking progress toward the objectives of the organization. 

• Answer (A) is incorrect. Control of operations is a goal of planning. 

• Answer (B) is incorrect. Forcing managers to consider expected future trends and 
conditions is a goal of planning. 

• Answer (C) is correct This question is apparently directed toward budgeting. A 
budget is a realistic plan for the future that is expressed in quantitative terms. It is a 
planning, control, motivational, and communications tool. A budget promotes goal 
congruence and coordination among operating units. Unfortunately, a budget does 
not ensure profitable operations. 

• Answer (D) is incorrect. Checking progress toward objectives is a goal of planning. 

[4] Gleim #: 5.1.4 - Source: CMA 692 3-7 

The budget that describes the long-term position, goals, and objectives of an entity within 
its environment is the 

A. Capital budget. 

B. Operating budget. 

C. Cash management budget. 

D. Strategic budget. 

• Answer (A) is incorrect. Capital budgeting involves evaluating specific long-term 
investment decisions. 

• Answer (B) is incorrect. The operating budget is a short-range management tool. 

• Answer (C) is incorrect. Cash management is a short-range consideration related to 
liquidity. 
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• Answer (D) is correct Strategic budgeting is a form of long-range planning based on 
identifying and specifying organizational goals and objectives. The strengths and 
weaknesses of the organization are evaluated and risk levels are assessed. The influences of 
environmental factors are forecast to derive the best strategy for reaching the organization’s 
objectives. 

[5] Gleim #: 5.1.5 - Source: CMA 697 3-20 

Which one of the following best describes the role of top management in the budgeting 
process? Top management 

A. Should be involved only in the approval process. 

B. Lacks the detailed knowledge of the daily operations and should limit their 
involvement. 

C. Needs to be involved, including using the budget process to communicate goals. 

D. Needs to separate the budgeting process and the business planning process into two 
separate processes. 

• Answer (A) is incorrect. Top managers can use the budget for motivational and 
communication purposes; they should do more than merely sign off on the finished 
document. 

• Answer (B) is incorrect. Top managers should be involved in the budget process 
even though they lack detailed knowledge of daily operations; the budget can still 
communicate company objectives and goals. 

• Answer (C) is correct Among other things, the budget is a tool by which 
management can communicate goals to lower- level employees. It is also a tool for 
motivating employees to reach those goals. For the budget to function in these 
communication and motivating roles, top management must be involved in the 
process. This involvement does not extend to dictating the exact numerical contents 
of the budget since top management lacks a detailed knowledge of daily operations. 

• Answer (D) is incorrect. The budget process is a part of the overall planning 
process. 
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[6] Gleim #: 5.1.6 - Source: CMA 692 3-11 

Which one of the following is usually not cited as being an advantage of a formal 
budgetary process? 

A. Forces management to evaluate the reasonableness of assumptions used and goals 
identified in the budgetary process. 

B. Ensures improved cost control within the organization and prevents inefficiencies. 

C. Provides a formal benchmark to be used for feedback and performance evaluation. 

D. Serves as a coordination and communication device between management and 
subordinates. 

• Answer (A) is incorrect. Evaluation of assumptions and identification of goals is 
one of the planning advantages of budgeting. 

• Answer (B) is correct A budget is a realistic plan for the future expressed in 
quantitative terms. It is useful for planning, control, motivation, communication, 
and achieving goal congruence. As a planning tool, a budget forces management to 
evaluate the reasonableness of assumptions used and goals identified in the 
budgetary process. As a control tool, the budget provides a formal benchmark to be 
used for feedback and performance evaluation. As a communication tool, a budget 
serves to coordinate activities between management and subordinates and provides 
management with a means of dealing with uncertainty. Despite its advantages, a 
budget neither ensures improved cost control nor prevents inefficiencies. 

• Answer (C) is incorrect. A budget provides a benchmark for feedback and 
performance evaluation. 

• Answer (D) is incorrect. A budget serves communicating and coordinating 
functions. 

[10] Gleim #: 5.1.10 - Source: CMA 1292 3-13 

When comparing performance report information for top management with that for 
lower-level management, 

A. Top management reports are more detailed. 

B. Lower- level management reports are typically for longer time periods. 

C. Top management reports show control over fewer costs. 

D. Lower- level management reports are likely to contain more quantitative data and 
less financial data. 

• Answer (A) is incorrect. Top management reports are less detailed. Top 
management usually practices management by exception. 
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• Answer (B) is incorrect. Lower-level reports are typically more timely. Rapid feedback is 
necessary to solve operating problems. 

• Answer (C) is incorrect. Top management is responsible for all costs incurred within the 
organization, including those incurred in lower level departments. 

• Answer (D) is correct Information sent to top management is ordinarily more highly 
aggregated and less timely than that communicated to managers at operational levels. Top 
managers are concerned with the organization’s overall financial results and long-term 
prospects and are responsible for the strategic planning function. Lower-level reports 
contain more quantitative information of an operational nature, e.g., production data. 
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[1] Gleim #: 5.2.14 - Source: CMA 1291 3-21 

A planning calendar in budgeting is the 

A. Calendar period covered by the budget. 

B. Schedule of activities for the development and adoption of the budget. 

C. Calendar period covered by the annual budget and the long-range plan. 

D. Sales forecast by months in the annual budget period. 

• Answer (A) is incorrect. The period covered by the budget precedes the events in 
the planning calendar. 

• Answer (B) is correct The budget planning calendar is the schedule of activities for 
the development and adoption of the budget. It should include a list of dates 
indicating when specific information is to be provided by each information source 
to others. The preparation of a master budget usually takes several months. For 
instance, many firms start the budget for the next calendar year some time in 
September in hopes of having it completed by December 1. Because all of the 
individual departmental budgets are based on forecasts prepared by others and the 
budgets of other departments, it is essential to have a planning calendar to ensure 
the proper integration of the entire process. 

• Answer (C) is incorrect. The period covered by the budget precedes the events in 
the planning calendar. 

• Answer (D) is incorrect. The planning calendar is not associated with sales. 

[2] Gleim #: 5.2.15 - Source: CMA 1292 3-8 

A budget manual, which enhances the operation of a budget system, is most likely to 
include 

A. A chart of accounts. 

B. Distribution instructions for budget schedules. 

C. Employee hiring policies. 

D. Documentation of the accounting system software. 

• Answer (A) is incorrect. A chart of accounts is included in the accounting manual. 
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• Answer (B) is correct. A budget manual describes how a budget is to be prepared. Items 
usually included in a budget manual are a planning calendar and distribution instructions 
for all budget schedules. Distribution instructions are important because, once a schedule is 
prepared, other departments within the organization will use the schedule to prepare their 
own budgets. Without distribution instructions, someone who needs a particular schedule 
may be overlooked. 

• Answer (C) is incorrect. Employee hiring policies are not needed for budget preparation. 
They are already available in the human resources manual. 

• Answer (D) is incorrect. Software documentation is not needed in the budget preparation 
process. 

[3] Gleim #: 5.2.16 - Source: CMA 0408 2-007 

In developing the budget for the next year, which one of the following approaches would 
produce the greatest amount of positive motivation and goal congruence? 

A. Permit the divisional manager to develop the goal for the division that in the 
manager’s view will generate the greatest amount of profits. 

B. Have senior management develop the overall goals and permit the divisional 
manager to determine how these goals will be met. 

C. Have the divisional and senior management jointly develop goals and objectives 
while constructing the corporation’s overall plan of operation. 

D. Have the divisional and senior management jointly develop goals and the divisional 
manager develop the implementation plan. 

• Answer (A) is incorrect. Using division managers to develop their goals does 
nothing for goal congruence. 

• Answer (B) is incorrect. Having senior management set goals would not be as 
conducive to motivation as would having input from divisions. 

• Answer (C) is incorrect. Senior management may not be in a position to develop an 
implementation plan. 

• Answer (D) is correct. Joint development of goals is more conducive to motivation, 
as is allowing divisional managers to develop the implementation plan. Goal 
congruence is enhanced when senior management is involved in the budgeting 
process along with division managers. 
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[4] Gleim #: 5.2.17 - Source: CMA 0408 2-008 

Which one of the following isnot an advantage of a participatory budgeting process? 

A. Coordination between departments. 

B. Communication between departments. 

C. Goal congruence. 

D. Control of uncertainties. 

• Answer (A) is incorrect. Participatory budgeting involves extensive coordination 
between departments. 

• Answer (B) is incorrect. Participatory budgeting involves extensive communication 
between departments. 

• Answer (C) is incorrect. Goal congruence is one of the advantages of participatory 
budgeting. 

• Answer (D) is correct. Uncertainties can be prepared for, but they cannot be 
subjected to human control through any budget process. 

[5] Gleim #: 5.2.18 - Source: CMA 0408 2-010 

Which one of the following statements concerning approaches for the budget 
development process is correct? 

A. The top-down approach to budgeting will ensure adherence to strategic 
organizational goals. 

B. To prevent ambiguity, once departmental budgeted goals have been developed, they 
should remain fixed even if the sales forecast upon which they are based proves to 
be wrong in the middle of the fiscal year. 

C. With the information technology available, the role of budgets as an organizational 
communication device has declined. 

D. Since department managers have the most detailed knowledge about organizational 
operations, they should use this information as the building blocks of the operating 
budget. 

• Answer (A) is incorrect. While a top-down approach can help make strategic goals 
more consistent, it cannot ensure adherence. 

• Answer (B) is incorrect. Any budget should be adapted to changing circumstances. 

• Answer (C) is incorrect. Information technology makes budgeting easier, not less 
relevant as a means of organizational communication. 
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• Answer (D) is correct Since department managers have the most detailed knowledge about 
organizational operations, they should use this information as the building blocks of the 
operating budget. 

[7] Gleim #: 5.2.20 - Source: CMA 697 3-11 

When developing a budget, an external factor to consider in the planning process is 

A. A change to a decentralized management system. 

B. The implementation of a new bonus program. 

C. New product development. 

D. The merger of two competitors. 

• Answer (A) is incorrect. Changes in management is an internal factor. 

• Answer (B) is incorrect. Employee compensation is an internal factor. 

• Answer (C) is incorrect. A new product line is an internal factor. 

• Answer (D) is correct. Several planning assumptions should be made at the 
beginning of the budget process. Some of these assumptions are internal factors; 
others are external to the company. External factors include general economic 
conditions and their expected trend, governmental regulatory measures, the labor 
market in the locale of the company’s facilities, and activities of competitors, 
including the effects of mergers. 

[9] Gleim #: 5.2.22 - Source: CMA 683 4-2 

The primary role of the budget director and the budgeting department is to 

A. Settle disputes among operating executives during the development of the annual 
operating plan. 

B. Develop the annual profit plan by selecting the alternatives to be adopted from the 
suggestions submitted by the various operating segments. 

C. Justify the budget to the executive committee of the board of directors. 

D. Compile the budget and manage the budget process. 

• Answer (A) is incorrect. The budget director has staff, not line, authority. (S)he has 
a technical and advisory role. The final decision-making responsibility rests with 
line management. 

• Answer (B) is incorrect. The budget director has staff, not line, authority. (S)he has 
a technical and advisory role. The final decision-making responsibility rests with 
line management. 
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• Answer (C) is incorrect. The budget director has staff, not line, authority. (S)he has a 
technical and advisory role. The final decision-making responsibility rests with line 
management. 

• Answer (D) is correct The budget department is responsible for compiling the budget and 
managing the budget process. The budget director and department are not responsible for 
actually developing the estimates on which the budget is based. This role is performed by 
those to whom the resulting budget will be applicable. The budget director has staff, not 
line, authority. (S)he has a technical and advisory role. The final decision-making 
responsibility rests with line management. 

[10] Gleim #: 5.2.23 - Source: CMA 693 3-22 

Which one of the following isnot considered to be a benefit of participative budgeting? 

A. Individuals at all organizational levels are recognized as being part of the team; this 
results in greater support of the organization. 

B. The budget estimates are prepared by those in direct contact with various activities. 

C. Managers are more motivated to reach the budget objectives since they participated 
in setting them. 

D. When managers set the final targets for the budget, senior management need not be 
concerned with the overall profitability of current operations. 

• Answer (A) is incorrect. Participative budgeting promotes teamwork. 

• Answer (B) is incorrect. A participative budget involves those most directly 
affected. 

• Answer (C) is incorrect. A participative budget is a powerful motivator. 

• Answer (D) is correct. One of the behavioral considerations of budgeting is the 
extent of participation in the process by managers at all levels within the 
organization. Managers are more motivated to achieve budgeted goals when they 
are involved in budget preparation. A broad level of participation usually leads to 
greater support for the budget and the entity as a whole, as well as a greater 
understanding of what is to be accomplished. Advantages of a participative budget 
include greater accuracy of budget estimates. Managers with immediate operational 
responsibility for activities have a better understanding of what results can be 
achieved and at what costs. Also, managers cannot blame unrealistic objectives as 
an excuse for not achieving budget expectations when they have helped to establish 
those objectives. Despite the involvement of lower level managers, senior 
management must still participate in the budget process to ensure that the combined 
objectives of the various departments are consistent with profitability objectives of 
the company. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 5 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(19 questions) 



[11] Gleim #: 5.2.24 - Source: CMA 1292 3-23 

The budgeting technique that is most likely to motivate managers is 

A. Top-down budgeting. 

B. Zero-based budgeting. 

C. Program budgeting and review technique. 

D. Bottom-up budgeting. 

• Answer (A) is incorrect. A top-down budget is less likely to motivate lower level 
managers who have not participated in its formation. 

• Answer (B) is incorrect. Zero-based budgeting is a means of adding objectivity to 
the budget process; employee motivation is not a particular goal. 

• Answer (C) is incorrect. Program budgets are formulated by objective rather than 
function. 

• Answer (D) is correct. Bottom-up budgeting is the best way of motivating 
managers to meet budget estimates because it permits participation in the budget 
process. Lower level managers who take part in budgeting decisions are more likely 
to support the result and less likely to feel that the budget has been imposed from 
above. 

[12] Gleim #: 5.2.25 - Source: CMA 0205 

Which one of the following is most important to a successful budgeting effort? 

A. Experienced analysts. 

B. Integrated budget software. 

C. Reliable forecasts and trend analyses. 

D. Top management support. 

• Answer (A) is incorrect. Experienced analysts are not crucial to success of a 
budget; “knowing your business” is as important as training in budget preparation. 

• Answer (B) is incorrect. Integrated budget software is not the most important factor 
in budget success; fairly large and sophisticated budgets can be prepared with 
ordinary spreadsheets. 

• Answer (C) is incorrect. While they are important, reliable forecasts and trend 
analyses are not the most important factor; a budget must be flexible enough to 
adapt to changing circumstances. 
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• Answer (D) is correct An organizational budget requires a significant commitment of 
internal resources. The single most important factor in assuring its success is for upper 
management to demonstrate that they take the project seriously and consider it vital to the 
organization’s future. 

[14] Gleim #: 5.2.27 - Source: CMA 0408 2-003 

All of the following are criticisms of the traditional budgeting processexcept that it 

A. Makes across-the-board cuts when early budget iterations show that planned 
expenses are too high. 

B. Incorporates non-financial measures as well as financial measures into its output. 

C. Overemphasizes a fixed time horizon, such as one year. 

D. Is not used until the end of the budget period to evaluate performance. 

• Answer (A) is incorrect. Across-the-board cuts are an easily available solution 
when traditional budgeting is used. 

• Answer (B) is correct Traditional budgeting focuses strictly on financial measures. 

• Answer (C) is incorrect. Traditional budgeting is heavily focused on a fixed time 
horizon. 

• Answer (D) is incorrect. Traditional budgeting is difficult to use throughout the 
budget period for performance measurement. 
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[15] Gleim #: 5.2.28 - Source: CMA 0408 2-005 

The following sequence of steps is employed by a company to develop its annual profit 
plan: 

• Planning guidelines are disseminated downward by top management after receiving 
input from all levels of management. 

• A sales budget is prepared by individual sales units reflecting the sales targets of the 
various segments. This provides the basis for departmental production budgets and 
other related components by the various operating units. Communication is 
primarily lateral with some upward communication possible. 

• A profit plan is submitted to top management for coordination and review. Top 
management’s recommendations and revisions are acted upon by middle 
management. A revised profit plan is resubmitted for further review to top 
management. 

• Top management grants final approval and distributes the formal plan downward to 
the various operating units. 

This outline of steps best describes which one of the following approaches to budget 
development? 

A. Imposed budgeting by top management. 

B. Bottom-up approach. 

C. Top-down approach. 

D. Total justification of all activities by operating units. 

• Answer (A) is incorrect. Top management has received extensive input and 
cooperation from lower levels through performing these steps. 

• Answer (B) is correct A bottom-up approach is characterized by general guidance 
from the highest levels of management, followed by extensive input from middle 
and lower management. This sequence of steps aptly describes this process. 

• Answer (C) is incorrect. These steps describe the opposite of a top-down approach. 

• Answer (D) is incorrect. Top management is not demanding justification of all 
activities in the steps described; such a demand would be consistent with a system 
known as zero-based budgeting. 
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[16] Gleim #: 5.2.29 - Source: CMA 0408 2-006 

All of the following are advantages of top-down budgeting as opposed to participatory 
budgeting, except that it 

A. Increases coordination of divisional objectives. 

B. Reduces the time required for budgeting. 

C. May limit the acceptance of proposed goals and objectives. 

D. Facilitates implementation of strategic plans. 

• Answer (A) is incorrect. Since a top-down budget is imposed by upper 
management, coordinating the objectives of separate divisions is simplified. 

• Answer (B) is incorrect. Since a top-down budget is coordinated from above, it is 
less time-consuming than obtaining lower-level input. 

• Answer (C) is correct Since a top-down budget is imposed by upper management, 
it has less chance of acceptance (also called buy-in) by those on whom the budget is 
imposed. 

• Answer (D) is incorrect. Since a top-down budget is coordinated from above, the 
implementation of strategic plans is centralized and thus simplified. 
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[17] Gleim #: 5.2.30 - Source: CMA 0408 2-012 

Marietta Thomas, Amador Corporation’s vice president of planning, has seen and heard it 
all. She has told the corporate controller that she is “....very upset with the degree of slack 
that veteran managers use when preparing their budgets.” Thomas has considered 
implementing some of the following activities during the budgeting process. 

1. Develop the budgets by top management and issue them to lower-level operating 
units. 

2. Study the actual revenues and expenses of previous periods in detail. 

3. Have the budgets developed by operating units and accept them as submitted by a 
company- wide budget committee. 

4. Share the budgets with all employees as a means to reach company goals and 
objectives. 

5. Use an iterative budgeting process that has several “rounds” of changes initiated by 
operating units and/or senior managers. 

Which one of these activities should Amador implement in order to best remedy Thomas’ 
concerns, help eliminate the problems experienced by Amador, and motivate personnel? 

A. 1 only. 

B. 2 and 3. 

C. 2 and 4. 

D. 2, 4, and 5. 

• Answer (A) is incorrect. A budget imposed from the top is more likely to encounter 
resistance. 

• Answer (B) is incorrect. Operating units will tend to consider only their own 
interests when preparing budgets. 

• Answer (C) is incorrect. While studying previous periods and sharing the budget 
with all employees are important steps to correcting Amador’s problems, 
incrementally improving the budget through an iterative process is also crucial. 

• Answer (D) is correct. Steps 2, 4, and 5 are appropriate for alleviating Amador’s 
budget problems. Step 1 should not be performed because a budget imposed from 
the top is more likely to encounter resistance. Step 3 should not be performed 
because operating units will tend to consider only their own interests when 
preparing budgets. 
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[18] Gleim #: 5.2.31 - Source: CMA 0408 2-013 

Budgeting problems where departmental managers are repeatedly achieving easy goals or 
failing to achieve demanding goals can be best minimized by establishing 

A. Preventive controls. 

B. A policy that allows managers to build slack into the budget. 

C. Participative budgeting where managers pursue objectives consistent with those set 
by top management. 

D. Better communication whereby managers discuss budget matters daily with their 
superiors. 

• Answer (A) is incorrect. Preventive controls is much too vague a term in this 
circumstance. 

• Answer (B) is incorrect. A policy allowing budgetary slack would make the 
problem worse. 

• Answer (C) is correct Participative budgeting is a practical means of setting 
realistic, achievable budget goals. 

• Answer (D) is incorrect. Simply discussing budget matters more often does not 
inject discipline into the process. 

[19] Gleim #: 5.2.32 - Source: CMA 0408 2-015 

Which one of the following items would most likely cause the planning and budgeting 
system to fail? The lack of 

A. Historical financial data. 

B. Input from several levels of management. 

C. Top management support. 

D. Adherence to rigid budgets during the year. 

• Answer (A) is incorrect. The lack of historical data is not fatal to an adequate 
planning and budgeting process. 

• Answer (B) is incorrect. Input from several levels of management is helpful, but 
not the most essential element of successful budgeting. 

• Answer (C) is correct Top management’s belief in and support of the planning and 
budgeting process is the single most important element in its success. 

• Answer (D) is incorrect. Willingness to adapt to changing circumstances is crucial 
to the success of any planning and budget system. 
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[20] Gleim #: 5.2.33 - Source: CMA 0408 2-016 

All of the following are disadvantages of top-down budgeting as opposed to participatory 
budgeting, except that it 

A. May result in a budget that is not possible to achieve. 

B. May limit the acceptance of proposed goals and objectives. 

C. Reduces the communication between employees and management. 

D. Reduces the time required for budgeting. 

• Answer (A) is incorrect. A budget established without lower-level input may 
contain unrealistic goals. 

• Answer (B) is incorrect. Since a top-down budget is imposed by upper 
management, it has less chance of acceptance (also called buy-in) by those on 
whom the budget is imposed. 

• Answer (C) is incorrect. Reduced communication between employees and 
management is a disadvantage of top-down budgeting. 

• Answer (D) is correct. Since a top-down budget is coordinated from above, it is 
less time-consuming than obtaining lower-level input. 

[21] Gleim #: 5.2.34 - Source: CMA 0408 2-017 

Suboptimal decision making isnot likely to occur when 

A. There is little congruence among the overall organization goals, the subunit goals, 
and the individual goals of decision makers. 

B. Goals and standards of performance are set by the top management. 

C. Guidance is given to subunit managers about how standards and goals affect them. 

D. The subunits in the organization compete with each other for the same input factors 
or for the same customers. 

• Answer (A) is incorrect. Low congruence among the overall organization goals, the 
subunit goals, and the individual goals of decision makers increases the chances of 
suboptimal decision making. 

• Answer (B) is incorrect. When goals and standards are dictated by the top 
management, the chances of suboptimal decision making are increased. 

• Answer (C) is correct Suboptimal decision making is not likely to occur when 
guidance is given to subunit managers about how standards and goals affect them. 
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• Answer (D) is incorrect. When the subunits in the organization compete with each other 
for the same input factors or for the same customers, the chances of suboptimal decision 
making are increased. 

[22] Gleim #: 5.2.35 - Source: CMA 691 3-6 

The budgeting process should be one that motivates managers and employees to work 
toward organizational goals. Which one of the following isleast likely to motivate 
managers? 

A. Setting budget targets at attainable levels. 

B. Participation by subordinates in the budgetary process. 

C. Use of management by exception. 

D. Having top management set budget levels. 

• Answer (A) is incorrect. Setting budget targets at attainable levels is a means of 
increasing employee motivation. 

• Answer (B) is incorrect. Participation by subordinates in the budgetary process is a 
means of increasing employee motivation. 

• Answer (C) is incorrect. Use of management by exception is a means of increasing 
employee motivation. 

• Answer (D) is correct. A budget is potentially a good motivational tool. If lower- 
level managers have participated in preparing the budget, instead of simply 
receiving a budget imposed by top management, they are more likely to understand 
and share the goals of top management and to work to keep costs within the budget. 
Participation and understanding are also likely to result in budgets that are 
reasonably attainable and viewed as realistic. However, a budget is also a motivator 
in the sense that managers are accountable for variances in controllable costs but are 
rewarded for good performance. Moreover, budgeting coupled with analysis of 
variances tends to improve motivation by allowing upper-level managers to 
concentrate on problems (exceptions) rather than engaging in routine supervision of 
subordinates, which may be viewed as unnecessarily intrusive and unwelcome. 
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[1] Gleim #: 5.3.36 - Source: CMA 0408 2-022 

Jura Corporation is developing standards for the next year. Currently XZ-26, one of the 
material components, is being purchased for $36.45 per unit. It is expected that the 
component’s cost will increase by approximately 10% next year and the price could range 
from $38.75 to $44.18 per unit, depending on the quantity purchased. The appropriate 
standard for XZ-26 for next year should be set at the 

A. Current actual cost plus the forecasted 10% price increase. 

B. Lowest purchase price in the anticipated range to keep pressure on purchasing to 
always buy in the lowest price range. 

C. Highest price in the anticipated range to ensure that there are only favorable 
purchase price variances. 

D. Price agreed upon by the purchasing manager and the appropriate level of company 
management. 

• Answer (A) is incorrect. The actual cost could be more or less depending in the 
quantity purchased. 

• Answer (B) is incorrect. The lowest price may not always be in the company’s best 
interests if the quantity required to obtain the lowest price would lead to much 
higher carrying costs. 

• Answer (C) is incorrect. Standards should be set tightly enough to provide 
motivation to purchasing management. 

• Answer (D) is correct. Standard prices are designed for internal performance 
measurement. Standards should be attainable, but not so easily as to not provide 
motivation. Management should decide its objectives and set a standard that will 
achieve that objective when the standard is met. For example, the lowest price 
might not be selected if the company is using a JIT system, for which the primary 
objective is the minimization of inventories. 
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[2] Gleim #: 5.3.37 - Source: CMA 0408 2-024 

After performing a thorough study of Michigan Company’s operations, an independent 
consultant determined that the firm’s labor standards were probably too tight. Which one 
of the following facts would be inconsistent with the consultant’s conclusion? 

A. A review of performance reports revealed the presence of many unfavorable 
efficiency variances. 

B. Michigan’s budgeting process was well-defined and based on a bottom-up 
philosophy. 

C. Management noted that minimal incentive bonuses have been paid in recent 
periods. 

D. Production supervisors found several significant fluctuations in manufacturing 
volume, with short-term increases on output being followed by rapid, sustained 
declines. 

• Answer (A) is incorrect. Many unfavorable efficiency variances would be an 
indicator of too-tight standards. 

• Answer (B) is correct It is highly unlikely that workers familiar with their own 
processes would set too-tight standards. 

• Answer (C) is incorrect. The widespread failure for expected bonuses to be earned 
would be an indicator of too-tight standards. 

• Answer (D) is incorrect. The situation described is indicative of rush jobs being too 
common, which is a result of poor production planning, not tight labor standards. 

[3] Gleim #: 5.3.38 - Source: CMA 0408 2-020 

When compared with ideal standards, practical standards 

A. Produce lower per-unit product costs. 

B. Result in a less desirable basis for the development of budgets. 

C. Incorporate very generous allowance for spoilage and worker inefficiencies. 

D. Serve as a better motivating target for manufacturing personnel. 

• Answer (A) is incorrect. The effect of one type of standard over another cannot 
guarantee lower costs. 

• Answer (B) is incorrect. Practical standards are more appropriate in most cases 
than ideal standards in the development of budgets. 

• Answer (C) is incorrect. An acceptance of high levels of spoilage and worker 
inefficiencies cannot be overcome through the use of standards. 
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• Answer (D) is correct Practical standards, also called attainable standards, are more likely 
to meet with worker acceptance than standards based on an unachievable ideal. 

[4] Gleim #: 5.3.39 - Source: CMA 0408 2-021 

Diana Stinson, Cherry Valley, Inc.’s factory manager, had lost her patience. Six months 
ago, she appointed a team from the production and service departments to finalize the 
allocation of costs and setting of standard costs. They were still feuding, so she hired 
Brennan and Rose, a large consulting firm, to resolve the matter. 

All of the following are potential consequences of having the standards set by Brennan 
and Rose except that 

A. Brennan and Rose may not fully understand Cherry Valley’s manufacturing process, 
resulting in suboptimal performance. 

B. Employees could react negatively since they did not participate in setting the 
standards. 

C. There could be dissatisfaction if the standards contain costs that are not controllable 
by the unit held responsible. 

D. The standards may appear to lack management support. 

• Answer (A) is incorrect. Brennan and Rose may not fully understand Cherry 
Valley’s manufacturing process, resulting in suboptimal performance. 

• Answer (B) is incorrect. Employees could react negatively since they did not 
participate in setting the standards. 

• Answer (C) is incorrect. There could be dissatisfaction if the standards contain 
costs that are not controllable by the unit held responsible. 

• Answer (D) is correct. Of the choices listed, this one is not a potential consequence 
of having an outside consultant set standards. Since management did the hiring, the 
consultant’s work product would naturally appear to have management support. 

[5] Gleim #: 5.3.40 - Source: CMA 0408 2-018 

All of the following statements concerning standard costs are correct except that 

A. Time and motion studies are often used to determine standard costs. 

B. Standard costs are usually set for one year. 

C. Standard costs can be used in costing inventory accounts. 

D. Standard costs are usually stated in total, while budgeted costs are usually stated on 
a per-unit basis. 
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• Answer (A) is incorrect. Time and motion studies are often used to determine standard 
costs. 

• Answer (B) is incorrect. Standard costs are usually set for one year. 

• Answer (C) is incorrect. Standard costs can be used in costing inventory accounts. 

• Answer (D) is correct. Standard costs can be used at the per-unit level and any level of 
aggregation above. 

[6] Gleim #: 5.3.41 - Source: CMA 0408 2-019 

One approach for developing standard costs incorporates communication, bargaining, and 
interaction among product line managers; the immediate supervisors for whom the 
standards are being developed; and the accountants and engineers before the standards 
are accepted by top management. This approach would best be characterized as a(n) 

A. Imposed approach. 

B. Centralized top-down approach. 

C. Engineering approach. 

D. Team development approach. 

• Answer (A) is incorrect. The approach described is the opposite of an imposed 
approach. 

• Answer (B) is incorrect. A centralized top-down approach involves standards being 
dictated by upper management. 

• Answer (C) is incorrect. An engineering approach involves only engineers. 

• Answer (D) is correct. A team development approach to standard setting involves 
interaction among various groups or individuals, including product line managers, 
the departments for which the standards are being developed, accountants, and 
industrial engineers. 
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[1] Gleim #: 6.1.1 - Source: CMA 0205 

In an organization that plans by using comprehensive budgeting, the master budget is 

A. A compilation of all the separate operational and financial budget schedules of the 
organization. 

B. The booklet containing budget guidelines, policies, and forms to use in the 
budgeting process. 

C. The current budget updated for operations for part of the current year. 

D. A budget of a not-for-profit organization after it is approved by the appropriate 
authoritative body. 

• Answer (A) is correct. A company’s overall budget, often called the master or 
comprehensive budget, encompasses the organization’s operating and financial 
plans for a specified period, ordinarily a year. Thus, all other budgets are subsets of 
the master budget. In the operating budget, the emphasis is on obtaining and using 
current resources. In the financial budget, the emphasis is on obtaining the funds 
needed to purchase operating assets. 

• Answer (B) is incorrect. The booklet containing budget guidelines, policies, and 
forms to use in the budgeting process is the budget manual. 

• Answer (C) is incorrect. The current budget updated for operations for part of the 
current year is a continuous budget. 

• Answer (D) is incorrect. A master budget may be prepared by a for-profit entity. 

[3] Gleim #: 6.1.3 - Source: CMA 0205 2-3 

In preparing a corporate master budget, which one of the following is most likely to be 
prepared last? 

A. Sales budget. 

B. Cash budget. 

C. Production budget. 

D. Cost of goods sold budget. 

• Answer (A) is incorrect. The sales budget precedes the cash budget. 
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• Answer (B) is correct. The cash budget is the lynchpin of the financial budget. It combines 
the results of the operating budget with the cash collection and disbursement schedules to 
produce a comprehensive picture of where the company’s cash flows are expected to come 
from and where they are expected to go. All the other budgets listed feed the cash budget in 
one way or another. 

• Answer (C) is incorrect. The production budget is the second step in the master budget, 
immediately following the sales budget. 

• Answer (D) is incorrect. The cost of goods sold budget is completed well before the cash 
budget in the budgeting process. 

[4] Gleim #: 6.1.4 - Source: CMA 694 3-11 

The master budget process usually begins with the 

A. Production budget. 

B. Operating budget. 

C. Financial budget. 

D. Sales budget. 

• Answer (A) is incorrect. The production budget normally cannot be prepared until 
the expected sales are known. 

• Answer (B) is incorrect. The operating budget is another term for the budget used 
on a day-to-day basis for managing operations. It cannot be prepared until after the 
sales budget is prepared. 

• Answer (C) is incorrect. Preparation of the sales budget is the first step in the 
overall budgeting process. 

• Answer (D) is correct. The starting point for the annual budget is the sales forecast. 
All other aspects of the budget, including production, costs, and inventory levels, 
rely on projected sales figures. 

[5] Gleim #: 6.1.5 - Source: CMA 1295 3-18 

All of the following are considered operating budgetsexcept the 

A. Sales budget. 

B. Materials budget. 

C. Production budget. 

D. Capital budget. 
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• Answer (A) is incorrect. It is considered an operating budget. 

• Answer (B) is incorrect. It is considered an operating budget. 

• Answer (C) is incorrect. It is considered an operating budget. 

• Answer (D) is correct. The operating budget consists of all budgets that concern normal 
operating activities, including the sales budget, production budget, materials budget, 
direct labor budget, and factory overhead budget. The capital expenditures budget, which 
outlines needs for new capital investment, is not a part of normal operations. The capital 
expenditures budget is sometimes prepared more than a year in advance to allow 
sufficient time to secure financing for these major expenditures. 

[6] Gleim #: 6.1.6 - Source: CMA 1296 3-15 

Which one of the following items is the last schedule to be prepared in the normal budget 
preparation process? 

A. Cash budget. 

B. Cost of goods sold budget. 

C. Manufacturing overhead budget. 

D. Selling expense budget. 

• Answer (A) is correct. The last schedule prepared before the financial statements is 
the cash budget. The cash budget is a schedule of estimated cash collections and 
payments. The various operating budgets and the capital budget are inputs to the 
cash budgeting process. 

• Answer (B) is incorrect. The cost of goods sold budget provides information 
necessary to prepare the cash budget. 

• Answer (C) is incorrect. The manufacturing overhead budget provides information 
necessary to prepare the cash budget. 

• Answer (D) is incorrect. The selling expense budget provides information 
necessary to prepare the cash budget. 
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[7] Gleim #: 6.1.7 - Source: CMA 1292 3-10 

Pro forma financial statements are part of the budgeting process. Normally, the last pro 
forma statement prepared is the 

A. Capital expenditure plan. 

B. Income statement. 

C. Statement of cost of goods sold. 

D. Statement of cash flows. 

• Answer (A) is incorrect. The capital expenditure plan must be prepared before the 
cash budget. Cash may be needed to pay for capital purchases. 

• Answer (B) is incorrect. The income statement must be prepared before the 
statement of cash flows, which reconciles net income and net operating cash flows. 

• Answer (C) is incorrect. Cost of goods sold is included in the income statement, 
which is an input to the statement of cash flows. 

• Answer (D) is correct. The statement of cash flows is usually the last of the listed 
items prepared. All other elements of the budget process must be completed before 
it can be developed. 

[8] Gleim #: 6.1.8 - Source: CIA 1190 IV-17 

The master budget 

A. Shows forecasted and actual results. 

B. Reflects controllable costs only. 

C. Can be used to determine manufacturing cost variances. 

D. Contains the operating budget. 

• Answer (A) is incorrect. The master budget does not contain actual results. 

• Answer (B) is incorrect. The master budget reflects all applicable expected costs, 
whether or not controllable by individual managers. 

• Answer (C) is incorrect. The master budget is not structured to allow determination 
of manufacturing cost variances, which requires using the flexible budget and actual 
results. 

• Answer (D) is correct. All other budgets are subsets of the master budget. Thus, 
quantified estimates by management from all functional areas are contained in the 
master budget. These results are then combined in a formal quantitative model 
recognizing the organization’s objectives, inputs, and outputs. 
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[9] Gleim #: 6.1.9 - Source: CMA 692 3-9 

The preparation of a comprehensive master budget culminates with the preparation of the 

A. Production budget. 

B. Capital investment budget. 

C. Cash management and working capital budget. 

D. Strategic budget. 

• Answer (A) is incorrect. The production budget must precede the capital 
investment and cash budgets. 

• Answer (B) is incorrect. A capital investment budget is prepared before a cash 
budget. 

• Answer (C) is correct The comprehensive master budget begins with the 
preparation of the sales budget and proceeds to the production budget. 

• Answer (D) is incorrect. A strategic budget is a long-range planning tool that is 
prepared before the master budget. 

[10] Gleim #: 6.1.10 - Source: CMA 691 3-1 

Wilson Company uses a comprehensive planning and budgeting system. The proper order 
for Wilson to prepare certain budget schedules would be 

A. Cost of goods sold, balance sheet, income statement, and statement of cash flows. 

B. Income statement, balance sheet, statement of cash flows, and cost of goods sold. 

C. Statement of cash flows, cost of goods sold, income statement, and balance sheet. 

D. Cost of goods sold, income statement, balance sheet, and statement of cash flows. 

• Answer (A) is incorrect. The balance sheet should not precede the income 
statement. 

• Answer (B) is incorrect. The income statement cannot precede cost of goods sold. 

• Answer (C) is incorrect. The statement of cash flows cannot precede the cost of 
goods sold. The latter is an input of the former. 

• Answer (D) is correct. The pro forma cost of goods sold must be prepared before 
the pro forma income statement because it is a component of the income statement. 
Also, the income statement must be prepared before the pro forma balance sheet 
because net income is a necessary part of preparing the stockholders’ equity section 
of the balance sheet. In turn, the income statement and the balance sheet are 
necessary for estimating cash flows. If the statement of cash flows is prepared using 
the indirect method, balance sheet data, e.g., the changes in accounts receivable, 
inventory, and accounts payable, must be available to determine the adjustments 
needed to reconcile net income to net cash flow. 
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[11] Gleim #: 6.1.11 - Source: CMA 692 3-10 

Which one of the following may be considered an independent item in the preparation of 
the master budget? 

A. Ending inventory budget. 

B. Capital investment budget. 

C. Pro forma income statement. 

D. Pro forma statement of financial position. 

• Answer (A) is incorrect. The ending inventory budget is based on the current 
production budget. 

• Answer (B) is correct The capital investment budget may be prepared more than a 
year in advance, unlike the other elements of the master budget. Because of the 
long-term commitments that must be made for some types of capital investments, 
planning must be done far in advance and is based on needs in future years as 
opposed to the current year’s needs. 

• Answer (C) is incorrect. The pro forma income statement is based on the sales 
budget, expense budgets, and all other elements of the current master budget. 

• Answer (D) is incorrect. The pro forma balance sheet is based on the other 
elements of the current master budget. 

[12] Gleim #: 6.1.12 - Source: CMA 697 3-21 

The Yummy Dog Bone Company is anticipating that a major supplier might experience a 
strike this year. Because of the nature of the product and emphasis on quality, extra 
production cannot be stored as finished goods inventory. When developing a contingency 
budget that would anticipate a direct materials buildup, the two most significant items 
that will be affected are 

A. Production volume and direct material. 

B. Sales and ending inventory. 

C. Production and cash flow. 

D. Direct materials and cash flow. 

• Answer (A) is incorrect. The nature of the product prevents an increase in 
production volume to augment finished goods inventory. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 6 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(14 questions) 



• Answer (B) is incorrect. Sales are dependent on demand, a factor not affected by the strike. 
Sales may decrease, however, if the company suffers a stockout. Furthermore, ending 
finished goods inventory cannot increase because of the nature of the product. 

• Answer (C) is incorrect. The nature of the product prevents an increase in production 
volume to augment finished goods inventory. 

• Answer (D) is correct The most significant items are those that will vary between the 
contingency budget and the regular budget. The company cannot increase its finished goods 
inventory, but it can increase its inventory of the direct materials provided by the supplier. 
Thus, the items most affected will be direct materials and cash. The cash budget will be 
affected because of the need to pay for direct materials prior to their usage. 

[13] Gleim #: 6.1.13 - Source: CMA 0408 2-031 

Many companies use comprehensive budgeting in planning for the next year’s activities. 
When both an operating budget and a financial budget are prepared, which one of the 
following is correct concerning the financial budget? 



Included in the Financial Budg et 





Capital 


Pro-forma 


Cash 




Budget 


Balance Sheet 


Budget 


A. 


Yes 


No 


Yes 


B. 


No 


Yes 


No 


C. 


Yes 


Yes 


Yes 


D. 


No 


No 


No 



• Answer (A) is incorrect. The pro forma balance sheet is part of the financial 
budget. 

• Answer (B) is incorrect. The capital budget and cash budget are part of the 
financial budget. 

• Answer (C) is correct In the financial budget, the emphasis is on obtaining the 
funds needed to purchase operating assets. It contains the capital budget, projected 
cash disbursement schedule, projected cash collection schedule, cash budget, pro 
forma balance sheet, and pro forma statement of cash flows. 

• Answer (D) is incorrect. All three of these items are part of the financial budget. 
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[14] Gleim #: 6.1.14 - Source: CMA 0205 2-7 

The starting point for creating a master budget for a proprietary secretarial school would 
be 

A. Estimating salaries of the instructors. 

B. Forecasting enrollment. 

C. Preparing a capital expenditure budget. 

D. Preparing the student recruiting budget. 

• Answer (A) is incorrect. Instructor salaries will be addressed in the direct labor 
budget. 

• Answer (B) is correct The sales forecast drives all the other components of the 
operating budget. How much revenue the firm expects to bring in affects every 
other decision. 

• Answer (C) is incorrect. Since the capital budget spans multiple budget periods, it 
must be prepared outside the operating budget cycle and often must be approved by 
the board of directors. 

• Answer (D) is incorrect. The student recruiting budget is part of the marketing 
budget, which is prepared near the end of the operating budget process. 

[16] Gleim #: 6.1.16 - Source: CMA 694 3-10 

The financial budget process includes 

A. The cash budget. 

B. The capital budget. 

C. The budgeted statement of cash flows. 

D. All of the answers are correct. 

• Answer (A) is incorrect. All of the listed budgets are elements of the financial 
budget process. 

• Answer (B) is incorrect. All of the listed budgets are elements of the financial 
budget process. 

• Answer (C) is incorrect. All of the listed budgets are elements of the financial 
budget process. 

• Answer (D) is correct. The financial budget normally includes the capital budget, 
the cash budget, the budgeted balance sheet, and the budgeted statement of cash 
flows. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 8 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(19 questions) 



[1] Gleim #: 6.5.50 - Source: CMA 1289 4-8 

The foundation of a profit plan is the 

A. Capital budget. 

B. Sales forecast. 

C. Cost and expense budget. 

D. Production plan. 

• Answer (A) is incorrect. A capital budget is only concerned with capital 
expenditures and cannot be prepared until it is known whether new equipment or 
facilities will be needed to service the expected sales for the upcoming period. 

• Answer (B) is correct The starting point for the annual budget is the sales forecast. 
All other aspects of the budget, including production, costs, and inventory levels, 
rely on projected sales figures. 

• Answer (C) is incorrect. This aspect of the budget cannot be prepared until sales 
have been estimated. 

• Answer (D) is incorrect. Sales must be estimated before a production plan can be 
prepared. 

[2] Gleim #: 6.5.51 - Source: CMA 1289 4-9 

A production plan should be based on 

A. A sales forecast adjusted for projected inventory levels. 

B. Economic order quantities and reorder points. 

C. Exponential smoothing. 

D. Linear regression. 

• Answer (A) is correct. A production plan depends on the sales budget and 
anticipated inventory levels. Inventory serves to balance seasonal fluctuations in 
sales with the need for stable and efficient use of productive resources. 

• Answer (B) is incorrect. EOQs and reorder points are considered only after it has 
decided how many units are needed. 

• Answer (C) is incorrect. Exponential smoothing is a technique used to level or 
smooth variations encountered in a forecast. A production plan should be based on 
the variations expected. 

• Answer (D) is incorrect. Regression analysis explains the correlation of a 
dependent variable with one or more independent variables. It is based on linearity 
of costs. 
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[3] Gleim #: 6.5.52 - Source: CMA 1290 3-17 

The operating budget process usually begins with the 

A. Financial budget. 

B. Balance sheet. 

C. Income statement. 

D. Sales budget. 

• Answer (A) is incorrect. A financial budget cannot be prepared until after the sales 
budget has been completed. 

• Answer (B) is incorrect. A balance sheet cannot be prepared until after the sales 
budget has been completed. 

• Answer (C) is incorrect. An income statement cannot be prepared until after the 
sales budget has been completed. 

• Answer (D) is correct. The starting point for the annual budget is the sales forecast. 
All other aspects of the budget, including production, costs, and inventory levels, 
rely on projected sales figures. 

[4] Gleim #: 6.5.53 - Source: CMA 691 3-3 

Adams Manufacturing, Inc., produces farm tractors. The details of its budgeted cost of 
goods manufactured schedule should come from which of the following schedules? 

A. Cost of goods sold plus or minus the change planned in finished goods. 

B. Direct materials used, direct labor, manufacturing overhead, and work- in-process. 

C. Purchases, direct labor, manufacturing overhead, finished goods, and work-in- 
process. 

D. Purchases, raw material, work-in-process, and finished goods. 

• Answer (A) is incorrect. Cost of goods sold equals the cost of goods manufactured 
adjusted for the change in finished goods. Also, finished goods are not a part of the 
cost of goods manufactured calculation. 

• Answer (B) is correct Cost of goods manufactured equals all manufacturing costs 
incurred during the period, plus beginning work-in-process inventory, minus ending 
work-in-process inventory. The cost of goods manufactured schedule therefore 
includes direct materials, direct labor, factory overhead, and changes in work-in- 
process inventories. 

• Answer (C) is incorrect. Purchases is a component of the raw materials budget, not 
the cost of goods sold schedule, and finished goods are not included in CGM. 
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• Answer (D) is incorrect. CGM includes direct materials used, not purchases or finished 
goods. 

[5] Gleim #: 6.5.54 - Source: CMA 691 3-9 

In developing a comprehensive budget for a manufacturing company, which one of the 
following items should be done first? 

A. Development of a sales plan. 

B. Determination of manufacturing capacity. 

C. Development of the capital budget. 

D. Determination of the advertising budget. 

• Answer (A) is correct. The starting point for the annual budget is the sales forecast. 
All other aspects of the budget, including production, costs, and inventory levels, 
rely on projected sales figures. 

• Answer (B) is incorrect. The level of manufacturing (production) capacity is fixed 
in the short run. In the long run, it may be adjusted in accordance with projected 
sales. 

• Answer (C) is incorrect. A capital budget cannot be prepared without a sales plan. 

• Answer (D) is incorrect. Expense budgets are not prepared until the level of 
operating activity is known. 

[6] Gleim #: 6.5.55 - Source: CMA 691 3-11 

When budgeting, the items to be considered by a manufacturing firm in going from a 
sales quantity budget to a production budget would be the 

A. Expected change in the quantity of work-in-process inventories. 

B. Expected change in the quantity of finished goods and work-in-process inventories. 

C. Expected change in the quantity of finished goods and raw material inventories. 

D. Expected change in the availability of raw material without regard to inventory 
levels. 

• Answer (A) is incorrect. Finished goods inventories cannot be ignored. 

• Answer (B) is correct Production quantities are not identical to sales because of 
changes in inventory levels. Both finished goods and work-in-process inventories 
may change during a period, thus necessitating an analysis of both inventory levels 
before the production budget can be set. 

• Answer (C) is incorrect. Work- in-process inventory should be considered. 
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• Answer (D) is incorrect. Existing inventories determine production levels. 

[7] Gleim #: 6.5.56 - Source: CMA 691 3-15 

Which one of the following schedules would be the last item to be prepared in the normal 
budget preparation process? 

A. Direct labor budget. 

B. Cash budget. 

C. Cost of goods sold budget. 

D. Manufacturing overhead budget. 

• Answer (A) is incorrect. A direct labor budget must be prepared before the cash 
budget. 

• Answer (B) is correct The budget process begins with the sales budget, proceeds to 
the production and expense budgets, and eventually the cash budget. The cash 
budget cannot be prepared until the end of the process because all other budgets 
provide inputs to the cash budget. 

• Answer (C) is incorrect. A cost of goods sold budget must be prepared before the 
cash budget. 

• Answer (D) is incorrect. A manufacturing overhead budget must be prepared 
before the cash budget. 

[8] Gleim #: 6.5.57 - Source: CMA 697 3-16 

After the goals of the company have been established and communicated, the next step in 
the planning process is development of the 

A. Production budget. 

B. Direct materials budget. 

C. Selling and administrative budget. 

D. Sales budget. 

• Answer (A) is incorrect. The production budget depends on the sales budget. 

• Answer (B) is incorrect. The direct materials budget depends on the production 
budget. 

• Answer (C) is incorrect. Selling and administrative costs are dependent on 
projected sales. 

• Answer (D) is correct. The sales budget is the first step in the operating budget 
process because it is needed to prepare all of the other budgets. For example, the 
production budget cannot be prepared until the sales department has determined 
how many units are needed. 
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[9] Gleim #: 6.5.58 - Source: CMA 694 3-12 

The production budget process usually begins with the 

A. Direct labor budget. 

B. Direct materials budget. 

C. Manufacturing overhead budget. 

D. Sales budget. 

• Answer (A) is incorrect. The direct labor budget cannot be prepared until after unit 
production figures have been compiled. 

• Answer (B) is incorrect. The direct materials budget cannot be prepared until after 
the unit production figures have been compiled. 

• Answer (C) is incorrect. The manufacturing overhead budget cannot be prepared 
until after the unit production figures have been compiled. 

• Answer (D) is correct. Neither a master budget nor a production budget can be 
prepared until after the sales budget has been completed. Once a firm knows its 
expected sales, production can be estimated. The production budget is based on 
assumptions appearing in the sales budget; thus, the sales budget is the first step in 
the preparation of a production budget. 

[10] Gleim #: 6.5.59 - Source: CMA 1295 3-9 

Individual budget schedules are prepared to develop an annual comprehensive or master 
budget. The budget schedule that would provide the necessary input data for the direct 
labor budget would be the 

A. Sales forecast. 

B. Raw materials purchases budget. 

C. Schedule of cash receipts and disbursements. 

D. Production budget. 

• Answer (A) is incorrect. The sales forecast is insufficient for completion of the 
direct labor budget. 

• Answer (B) is incorrect. The raw material purchases budget is not needed to 
prepare a direct labor budget. 

• Answer (C) is incorrect. The schedule of cash receipts and disbursements cannot 
be prepared until after the direct labor budget has been completed. 
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• Answer (D) is correct Once the production budget has been completed, the next step is to 
prepare the direct labor, raw material, and overhead budgets. Thus, the production budget 
provides the data for the completion of the direct labor budget. 

[11] Gleim #: 6.5.60 - Source: CMA 1292 3-9 

The information contained in a cost of goods manufactured budget most directly relates 
to the 

A. Materials used, direct labor, overhead applied, and ending work-in-process budgets. 

B. Materials used, direct labor, overhead applied, and work- in-process inventories 
budgets. 

C. Materials used, direct labor, overhead applied, work-in-process inventories, and 
finished goods inventories budgets. 

D. Materials used, direct labor, overhead applied, and finished goods inventories 
budgets. 

• Answer (A) is incorrect. Both beginning and ending work-in-process must be 
included. 

• Answer (B) is correct Cost of goods manufactured equals all manufacturing costs 
incurred during the period, plus beginning work-in-process inventory, minus ending 
work-in-process. The cost of goods manufactured schedule therefore includes direct 
materials, direct labor, factory overhead, and changes in work-in-process 
inventories. 

• Answer (C) is incorrect. Finished goods are excluded. They are the end product of 
the manufacturing process. 

• Answer (D) is incorrect. Finished goods are excluded. They are the end product of 
the manufacturing process. 

[12] Gleim #: 6.5.61 - Source: CMA 1296 3-13 

Which one of the following items should be done first when developing a comprehensive 
budget for a manufacturing company? 

A. Determination of the advertising budget. 

B. Development of a sales budget. 

C. Development of the capital budget. 

D. Preparation of a pro forma income statement. 

• Answer (A) is incorrect. The amount of advertising cost depends on the desired 
level of sales. 
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• Answer (B) is correct. The sales budget is the first to be prepared because all other 
elements of a comprehensive budget depend on projected sales. For example, the 
production budget is based on an estimate of unit sales and desired inventory levels. Thus, 
sales volume affects purchasing levels, operating expenses, and cash flow. 

• Answer (C) is incorrect. Expenditures for productive capacity are a function of long-term 
estimates of demand for the firm’s products. 

• Answer (D) is incorrect. Preparation of a pro forma income statement is one of the final 
steps in the budgetary process. It cannot be prepared until after all sales, production, and 
expense budgets are finished. 

[13] Gleim #: 6.5.62 - Source: CMA 695 3-18 

There are various budgets within the master budget cycle. One of these budgets is the 
production budget. Which one of the following best describes the production budget? 

A. It summarizes all discretionary costs. 

B. It includes required direct labor hours. 

C. It includes required material purchases. 

D. It is calculated from the desired ending inventory and the sales forecast. 

• Answer (A) is incorrect. A production budget is usually prepared in terms of units 
of output rather than costs. 

• Answer (B) is incorrect. The direct labor budget is prepared after the production 
budget. 

• Answer (C) is incorrect. The materials purchases budget is prepared after the 
production budget. 

• Answer (D) is correct. A production budget is based on sales forecasts, in units, 
with adjustments for beginning and ending inventories. It is used to plan when items 
will be produced. After the production budget has been completed, it is used to 
prepare materials purchases, direct labor, and factory overhead budgets. 

[14] Gleim #: 6.5.63 - Source: CMA 692 3-8 

The budget that is usually the most difficult to forecast is the 

A. Production budget. 

B. Expense budget. 

C. Sales budget. 

D. Manufacturing overhead budget. 
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• Answer (A) is incorrect. The production budget is based on the sales budget. 

• Answer (B) is incorrect. Expense budgets are based on sales and production budgets. 

• Answer (C) is correct. Following the preparation of the sales budget, all other budgets 
are prepared based on the assumptions used in the sales budget. For this reason, the sales 
budget is the most difficult to prepare because there are no internal figures to use as a 
guide. Sales are based on the desires of consumers and the current business climate. 

• Answer (D) is incorrect. The manufacturing overhead budget is based on the production 
budget. 

[15] Gleim #: 6.5.64 - Source: CMA 689 4-27 

When sales volume is seasonal in nature, certain items in the budget must be coordinated. 

The three most significant items to coordinate in budgeting seasonal sales volume are 

A. Direct labor hours, work-in-process inventory, and sales volume. 

B. Production volume, finished goods inventory, and sales volume. 

C. Raw material inventory, direct labor hours, and manufacturing overhead costs. 

D. Raw material inventory, work-in-process inventory, and production volume. 

• Answer (A) is incorrect. Direct labor and work-in-process are less directly 
significant to the desired coordination. 

• Answer (B) is correct The most important items that need to be coordinated in a 
seasonal business are sales volume and production. The sales budget is the basis for 
other budgets. The sales projection determines how much needs to be purchased 
and produced. In turn, projected sales and production (or purchases) must be 
coordinated with existing quantities on hand (inventory) and with amounts to be 
held in the future. If a manufacturer faces sharp variations in demand, this 
coordination becomes especially crucial. 

• Answer (C) is incorrect. Direct labor, raw materials, and overhead are less directly 
significant to the desired coordination. 

• Answer (D) is incorrect. Raw materials and work-in-process are less directly 
significant to the desired coordination. 
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[16] Gleim #: 6.5.65 - Source: CMA 0205 

Maximilian Computer Company uses a comprehensive budgeting system in planning its 
annual operations. Which of the following best describes the information needed to 
determine the budgeted cost of circuit boards to be purchased for use in building its 
laptop computer? Assume one circuit board is used in each laptop. 

A. Begin with budgeted laptop sales in units, add the desired ending inventory of 
circuit boards, deduct the expected beginning inventory of circuit boards, and 
multiply the resulting amount by the budgeted purchase cost per circuit board. 

B. Begin with budgeted laptop sales in units, deduct the desired ending inventory of 
circuit boards, add the expected beginning inventory of circuit boards, and multiply 
the resulting amount by the purchase cost per circuit board. 

C. Begin with budgeted laptop production in units, deduct the desired ending inventory 
of circuit boards, add the expected beginning inventory of circuit boards, and 
multiply the resulting amount by the purchase cost per circuit board. 

D. Begin with budgeted laptop production in units, add the desired ending inventory of 
circuit boards, deduct the expected beginning inventory of circuit boards, and 
multiply the resulting amount by the budgeted purchase cost per circuit board. 

• Answer (A) is incorrect. Sales is an improper figure to begin with for calculating a 
raw materials budget. 

• Answer (B) is incorrect. A raw materials budget must begin with the number of 
materials expected to be consumed, not final goods sold. 

• Answer (C) is incorrect. Ending inventory should be added, and beginning 
inventory should be subtracted. 

• Answer (D) is correct. Since each laptop requires exactly one circuit board, the 
beginning figure of the calculation equals the number of finished products to be 
produced: 



Units needed for production X,XXX 

Add: desired ending inventory XXX 

Less: beginning inventory (XXX ) 

Raw materials to be purchased X,XXX 

Times: per-unit purchase price x $ X.XX 

Total raw materials cost $X,XXX 
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[17] Gleim #: 6.5.66 - Source: CMA 0408 2-032 

Which one of the combinations listed correctly depicts the chronological order of 
preparation for the following budgets? 

I. Cost of goods sold budget 

II. Production budget 

III. Purchases budget 

IV. Administrative budget 

A. I, II, III, IV. 

B. Ill, II, IV, I. 

C. IV, II, III, I. 

D. II, III, I, IV. 

• Answer (A) is incorrect. The cost of goods sold budget cannot be prepared until the 
purchases budget is complete. 

• Answer (B) is incorrect. The purchases budget cannot be prepared until the 
production budget is complete. 

• Answer (C) is incorrect. The administrative budget is the last of the four listed to 
be prepared. 

• Answer (D) is correct. The components of the operating budget are prepared in the 
following order: sales budget, production budget, direct materials budget, direct 
labor budget, manufacturing overhead budget, ending finished goods inventory 
budget, cost of goods sold budget, and nonmanufacturing budget. This last budget 
consists of the research and development budget, design budget, marketing budget, 
distribution budget, customer service budget, and administrative budget. 

[18] Gleim #: 6.5.67 - Source: CMA 0408 2-034 

Which one of the following best describes the order in which budgets should be prepared 
when developing the annual master operating budget? 

A. Production budget, direct material budget, revenue budget. 

B. Production budget, revenue budget, direct material budget. 

C. Revenue budget, production budget, direct material budget. 

D. Revenue budget, direct material budget, production budget. 

• Answer (A) is incorrect. The revenue budget must be completed before the other 
two can be prepared. 
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• Answer (B) is incorrect. The revenue budget must be completed before the production 
budget can be prepared. 

• Answer (C) is correct. The components of the operating budget are prepared in the 
following order: sales (revenue) budget, production budget, direct materials budget, direct 
labor budget, manufacturing overhead budget, ending finished goods inventory budget, cost 
of goods sold budget, and nonmanufacturing budget. 

• Answer (D) is incorrect. The production budget must be completed before the direct 
material budget can be prepared. 

[20] Gleim #: 6.5.69 - Source: CMA 1295 3-17 

When preparing the series of annual operating budgets, management usually starts the 
process with the 

A. Cash budget. 

B. Balance sheet. 

C. Capital budget. 

D. Sales budget. 

• Answer (A) is incorrect. It cannot be prepared until the sales budget has been 
determined. 

• Answer (B) is incorrect. It cannot be prepared until the sales budget has been 
determined. 

• Answer (C) is incorrect. It cannot be prepared until the sales budget has been 
determined. 

• Answer (D) is correct. The budgeting process begins with the sales budget and then 
proceeds to the production budget. Once the production budget is complete, then the 
raw materials, direct labor, overhead, and cash budgets can be prepared. The capital 
budget is prepared outside the operating budget process, followed by a cash budget. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 1 1 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(12 questions) 



[1] Gleim #: 6.3.26 - Source: CMA 1292 3-12 

Barnes Corporation expected to sell 150,000 board games during the month of 
November, and the company’s master budget contained the following data related to the 
sale and production of these games: 



Revenue $2,400,000 

Cost of goods sold: 

Direct materials 675,000 

Direct labor 300,000 

Variable overhead 450,000 

Contribution margin $ 975,000 

Fixed overhead 250,000 

Fixed selling and administration 500,000 

Operating income $ 225,000 



Actual sales during November were 180,000 games. Using a flexible budget, the 
company expects the operating income for the month of November to be 

A. $225,000 

B. $270,000 

C. $420,000 

D. $510,000 

• Answer (A) is incorrect. The net income before the increase in sales is $225,000. 

• Answer (B) is incorrect. Net income was originally $1.50 per game. The $270,000 
figure simply extrapolates that amount to sales of 180,000 games. 

• Answer (C) is correct Revenue of $2,400,000 reflects a unit selling price of $16 
($2,400,000 -r 150,000 games). The contribution margin is $975,000, or $6.50 per 
game ($975,000 -f 150,000 games). Increasing sales will result in an increased 
contribution margin of $195,000 (30,000 games x $6.50). Since fixed costs are, by 
their nature, unchanging across the relevant range, net income will increase to 
$420,000 ($225,000 originally reported + $195,000). 

• Answer (D) is incorrect. Treating variable overhead as a fixed cost results in 
$510,000. Variable overhead is a $3 component ($450,000 -f 150,000 units) of unit 
variable cost. 
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[2] Gleim #: 6.3.27 - Source: CMA 686 4-23 

Simson Company’s master budget shows straight-line depreciation on factory equipment 
of $258,000. The master budget was prepared at an annual production volume of 103,200 
units of product. This production volume is expected to occur uniformly throughout the 
year. During September, Simson produced 8,170 units of product, and the accounts 
reflected actual depreciation on factory machinery of $20,500. Simson controls 
manufacturing costs with a flexible budget. The flexible budget amount for depreciation 
on factory machinery for September would be 

A. $19,475 

B. $20,425 

C. $20,500 

D. $21,500 

• Answer (A) is incorrect. Depreciation is a fixed cost that will be the same each 
month regardless of production. The budget for September would show 
depreciation of $21,500 ($258,000 x 1/12). 

• Answer (B) is incorrect. The amount of $20,425 is based on the units-of- 
production method. 

• Answer (C) is incorrect. The amount shown in the accounts is $20,500. 

• Answer (D) is correct. Since depreciation is a fixed cost, that cost will be the same 
each month regardless of production. Therefore, the budget for September would 
show depreciation of $21,500 ($258,000 annual depreciation x 1/12). 

[3] Gleim #: 6.3.28 - Source: CMA 679 4-8 

A static budget 

A. Drops the current month or quarter and adds a future month or a future quarter as 
the current month or quarter is completed. 

B. Presents a statement of expectations for a period but does not present a firm 
commitment. 

C. Presents the plan for only one level of activity and does not adjust to changes in the 
level of activity. 

D. Presents the plan for a range of activity so that the plan can be adjusted for changes 
in activity. 

• Answer (A) is incorrect. Budgets dropping the current month or quarter and adding 
a future month or quarter as the current month or quarter is completed are known as 
continuous budgets. 
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• Answer (B) is incorrect. A statement of expectations for a period without a firm 
commitment is a forecast. 

• Answer (C) is correct. A static budget plans for only one level of activity and does not 
provide for changed levels of activity. 

• Answer (D) is incorrect. A budget planning for a range of activities so the plan can be 
adjusted for a change in activity level is known as a flexible budget. 

[4] Gleim #: 6.3.29 - Source: CMA 1292 3-14 

When preparing a performance report for a cost center using flexible budgeting 
techniques, the planned cost column should be based on the 

A. Budgeted amount in the original budget prepared before the beginning of the year. 

B. Actual amount for the same period in the preceding year. 

C. Budget adjusted to the actual level of activity for the period being reported. 

D. Budget adjusted to the planned level of activity for the period being reported. 

• Answer (A) is incorrect. The static budget amount is not useful for comparison 
purposes. The budget for the actual activity level achieved is more important. 

• Answer (B) is incorrect. Prior-year figures are not useful if activity levels are 
different. 

• Answer (C) is correct If a report is to be used for performance evaluation, the 
planned cost column should be based on the actual level of activity for the period. 
The ability to adjust amounts for varying activity levels is the primary advantage of 
flexible budgeting. 

• Answer (D) is incorrect. A budget based on planned activity level is not as 
meaningful as one based on actual activity level. 

[5] Gleim #: 6.3.30 - Source: CMA 1295 3-10 

Which one of the following statements regarding the difference between a flexible budget 
and a static budget is true? 

A. A flexible budget primarily is prepared for planning purposes, while a static budget 
is prepared for performance evaluation. 

B. A flexible budget provides cost allowances for different levels of activity, whereas a 
static budget provides costs for one level of activity. 

C. A flexible budget includes only variable costs, whereas a static budget includes only 
fixed costs. 

D. A flexible budget is established by operating management, while a static budget is 
determined by top management. 
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• Answer (A) is incorrect. Both budgets are prepared for both planning and performance 
evaluation purposes. 

• Answer (B) is correct. A flexible budget provides cost allowances for different levels of 
activity, but a static budget provides costs for only one level of activity. Both budgets 
show the same types of costs. In a sense, a flexible budget is a series of budgets prepared 
for many different levels of activity. A flexible budget allows adjustment of the budget 
to the actual level of activity before comparing the budgeted activity with actual results. 

• Answer (C) is incorrect. Both budgets include both fixed and variable costs. 

• Answer (D) is incorrect. Either budget can be established by any level of management. 

[6] Gleim #: 6.3.31 - Source: CMA 1291 3-13 

A flexible budget is appropriate for 

A. Control of fixed factory overhead but not direct materials and direct labor. 

B. Control of direct materials and direct labor but not selling and administrative 
expenses. 

C. Any level of activity. 

D. Control of direct labor and direct materials but not fixed factory overhead. 

• Answer (A) is incorrect. A flexible budget is not necessary for control of costs that 
will be the same at all levels of activity. 

• Answer (B) is incorrect. Flexible budgets are useful for controlling variable costs, 
including variable selling and administrative costs. 

• Answer (C) is incorrect. A flexible budget is prepared for a specific range of 
activity levels. 

• Answer (D) is correct. A flexible budget is actually a series of several budgets 
prepared for many levels of operating activity. A flexible budget is designed to 
allow adjustment of the budget to the actual level of activity before comparing the 
budgeted activity with actual results. This flexibility is important if costs vary with 
the activity level. Thus, a flexible budget is particularly appropriate for control of 
direct labor and direct materials (both variable costs), but is not necessary for 
control of fixed factory overhead. By definition, overhead costs do not change as 
activity levels change. 
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[7] Gleim #: 6.3.32 - Source: CMA 687 4-17 

Selo Imports uses flexible budgeting for the control of costs. The company’s annual 
master budget includes $324,000 for fixed production supervisory salaries at a volume of 
180,000 units. Supervisory salaries are expected to be incurred uniformly throughout the 
year. During the month of September, 15,750 units were produced, and production 
supervisory salaries incurred were $28,000. A performance report for September would 
reflect a budget variance of 

A. $350 favorable. 

B. $350 unfavorable. 

C. $1,000 unfavorable. 

D. $1,000 favorable. 

• Answer (A) is incorrect. The amount of $350 results from calculating supervisory 
salaries on the basis of volume rather than as fixed costs { [(15,750 units) x 
$324,000 4 - 180,000 units] - $28,000}. 

• Answer (B) is incorrect. The amount of $350 results from calculating supervisory 
salaries on the basis of volume rather than as fixed costs {[15,750 units x ($324,000 
4 180,000 units)] -$28,000}. 

• Answer (C) is correct The $324,000 for supervisory salaries is a fixed cost, at a 
rate of $27,000 per month. Since these costs are fixed, volume is irrelevant. Thus, 
the variance is the difference between actual costs of $28,000 and the budgeted 
costs of $27,000, which equals $1,000 unfavorable. 

• Answer (D) is incorrect. The variance is $1,000 unfavorable. Actual costs are 
greater than budgeted costs. 

[8] Gleim #: 6.3.33 - Source: CMA 687 4-18 

Baxter Corporation’s master budget calls for the production of 5,000 units of product 
monthly. The master budget includes indirect labor of $144,000 annually; Baxter 
considers indirect labor to be a variable cost. During the month of April, 4,500 units of 
product were produced, and indirect labor costs of $10,100 were incurred. A performance 
report utilizing flexible budgeting would report a budget variance for indirect labor of 

A. $1,900 unfavorable. 

B. $700 favorable. 

C. $1,900 favorable. 

D. $700 unfavorable. 
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• Answer (A) is incorrect. The amount of $1,900 is calculated using 5,000 units produced 
instead of the actual 4,500. 

• Answer (B) is correct. The $144,000 annual amount equals $12,000 per month. Since 
volume is expected to be 5,000 units per month, and the $12,000 is considered a variable 
cost, budgeted cost per unit is $2.40 ($12,000 -r 5,000 units). If 4,500 units are produced, 
the total variable costs should be $10,800 (4,500 units x $2.40). Subtracting the $10,100 
of actual costs from the budgeted figure results in a favorable variance of $700. 

• Answer (C) is incorrect. The $144,000 annual amount equals $12,000 per month. Since 
volume is expected to be 5,000 units per month, and the $12,000 is considered a variable 
cost, budgeted cost per unit is $2.40 ($12,000 -r 5,000 units). If 4,500 units are produced, 
the total variable costs should be $10,800 (4,500 units x $2.40). Subtracting the $10,100 
of actual costs from the budgeted figure results in a favorable variance of $700. 

• Answer (D) is incorrect. The $700 variance is favorable. 

[9] Gleim #: 6.3.34 - Source: CMA 1291 3-26 

RedRock Company uses flexible budgeting for cost control. RedRock produced 10,800 
units of product during October, incurring indirect materials costs of $13,000. Its master 
budget for the year reflected indirect materials costs of $180,000 at a production volume 
of 144,000 units. A flexible budget for October production would reflect indirect 
materials costs of 

A. $13,000 

B. $13,500 

C. $13,975 

D. $11,700 

• Answer (A) is incorrect. The actual cost of indirect materials in October is 
$13,000. 

• Answer (B) is correct The cost of indirect materials for 144,000 units was 
expected to be $180,000. Consequently, the budgeted unit cost of indirect materials 
is $1.25 ($180,000 -r 144,000). Multiplying the $1.25 unit cost times the 10,800 
units actually produced results in an expected total indirect materials cost of 
$13,500. 

• Answer (C) is incorrect. The amount of $13,975 is not the flexible budget cost for 
indirect materials. 

• Answer (D) is incorrect. The amount of $1 1,700 is not the flexible budget cost for 
indirect materials. 
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[10] Gleim #: 6.3.35 - Source: CMA 1296 3-14 

Flexible budgets 

A. Provide for external factors affecting company profitability. 

B. Are used to evaluate capacity use. 

C. Are budgets that project costs based on anticipated future improvements. 

D. Accommodate changes in activity levels. 

• Answer (A) is incorrect. Flexible budgets address external factors only to the 
extent that activity is affected. 

• Answer (B) is incorrect. A flexible budget essentially restates variable costs for 
different activity levels within the relevant range. Hence, a flexible budget variance 
does not address capacity use. An output level (production volume) variance is a 
fixed cost variance. 

• Answer (C) is incorrect. By definition, flexible budgets address differences in 
activity levels only within the relevant range. 

• Answer (D) is correct. A flexible budget is actually a series of budgets prepared for 
various levels of activity. A flexible budget adjusts the master budget for changes in 
activity so that actual results can be compared with meaningful budget amounts. 

[12] Gleim #: 6.3.37 - Source: CMA 0408 2-002 

When compared to static budgets, flexible budgets 

A. Offer managers a more realistic comparison of budget and actual fixed cost items 
under their control. 

B. Provide a better understanding of the capacity variances during the period being 
evaluated. 

C. Encourage managers to use fewer fixed cost items and more variable cost items that 
are under their control. 

D. Offer managers a more realistic comparison of budget and actual revenue and cost 
items under their control. 

• Answer (A) is incorrect. The use of fixed costs is a decision involving leverage; 
flexible budgeting is not relevant. 

• Answer (B) is incorrect. While flexible budgeting can provide more useful 
variances than static budgeting, a better understanding of the variances can only 
proceed from knowing the business. 

• Answer (C) is incorrect. The choice to employ variable costs in preference to fixed 
costs is a decision involving the degree of leverage; flexible budgeting is not 
relevant. 
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• Answer (D) is correct A flexible budget provides managers with the revenues and costs 
that “should” have been earned and incurred given the actual level of production achieved. 
This information is far more useful than the static budget prepared before the fiscal period 
began when the production level was uncertain. 

[13] Gleim #: 6.3.38 - Source: CMA 691 3-12 

Flexible budgets 

A. Accommodate changes in the inflation rate. 

B. Are used to evaluate capacity use. 

C. Are static budgets that have been revised for changes in prices. 

D. Accommodate changes in activity levels. 

• Answer (A) is incorrect. Changes in the inflation rate are not addressed any 
differently in a flexible budget than in a fixed budget. 

• Answer (B) is incorrect. The purpose of the flexible budget is to provide plans for 
different levels of activity. 

• Answer (C) is incorrect. A flexible budget is actually a series of static budgets for 
different operating activity levels. 

• Answer (D) is correct. A flexible budget is essentially a series of budgets prepared 
for various levels of operating activity. A flexible budget facilitates comparison of 
actual results with budget figures. The purpose is to have a usable budget even 
though activity may differ from the level originally planned at the time the budget 
was prepared. 
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[2] Gleim #: 6.2.18 - Source: CMA 0205 2-4 

Which one of the following isnot an advantage of activity-based budgeting? 

A. Better identification of resource needs. 

B. Linking of costs to outputs. 

C. Identification of budgetary slack. 

D. Reduction of planning uncertainty. 

• Answer (A) is incorrect. Better identification of resource needs is an advantage of 
any ki nd of budgeting. 

• Answer (B) is incorrect. Linking costs to outputs is a feature of a cost accumulation 
system, such as job-order or process costing. 

• Answer (C) is incorrect. Identification of budgetary slack can be built into any 
budget system, not just an activity-based one. 

• Answer (D) is correct. Activity-based budgeting applies activity-based costing 
principles to budgeting. It focuses on the numerous activities necessary to produce 
and market goods and services and requires analysis of cost drivers. Activity-based 
budgeting cannot reduce the level of uncertainty to which any large organization is 
subject. 

[3] Gleim #: 6.2.19 - Source: CMA 1296 3-1 

An advantage of incremental budgeting when compared with zero-based budgeting is that 
incremental budgeting 

A. Encourages adopting new projects quickly. 

B. Accepts the existing base as being satisfactory. 

C. Eliminates functions and duties that have outlived their usefulness. 

D. Eliminates the need to review all functions periodically to obtain optimum use of 
resources. 

• Answer (A) is incorrect. Both types of budgets treat new projects in the same 
manner. 

• Answer (B) is correct Incremental budgeting simply adjusts the current year’s 
budget to allow for changes planned for the coming year; a manager is not asked to 
justify the base portion of the budget. ZBB, however, requires a manager to justify 
the entire budget for each year. Incremental budgeting offers to managers the 
advantage of requiring less managerial effort to justify changes in the budget. 

• Answer (C) is incorrect. Reexamining functions and duties that may have outlived 
their usefulness is an advantage of ZBB. 
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• Answer (D) is incorrect. Periodic review of functions is essential regardless of the 
budgetary system used. 

[5] Gleim #: 6.2.21 - Source: CMA 1291 3-22 

A systemized approach known as zero-based budgeting (ZBB) 

A. Presents the plan for only one level of activity and does not adjust to changes in the 
level of activity. 

B. Presents a statement of expectations for a period of time but does not present a firm 
commitment. 

C. Divides the activities of individual responsibility centers into a series of packages 
that are prioritized. 

D. Classifies budget requests by activity and estimates the benefits arising from each 
activity. 

• Answer (A) is incorrect. A static budget does not adjust for changes in activity 
levels. 

• Answer (B) is incorrect. ZBB does present a firm commitment. 

• Answer (C) is correct Zero-based budgeting is a planning process in which each 
manager must justify a department’s entire budget every year (or period). Different 
levels of service (work effort) are evaluated for each activity, measures of work and 
performance are established, and activities are ranked (prioritized) according to 
their importance to the entity. For each budgetary unit, decision packages are 
prepared that describe various levels of service that may be provided, including at 
least one level lower than the current one. 

• Answer (D) is incorrect. Each activity is prepared as a series of packages. 

[7] Gleim #: 6.2.23 - Source: CMA 1291 3-20 

A continuous profit plan 

A. Is a plan that is revised monthly or quarterly. 

B. Is an annual plan that is part of a 5-year plan. 

C. Is a plan devised by a full-time planning staff. 

D. Works best for a company that can reliably forecast events a year or more into the 
future. 
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• Answer (A) is correct. A continuous, or rolling, budget (profit plan) is one that is 
revised on a regular or continuous basis. Typically, a company that uses continuous 
budgeting extends the budget for another month or quarter in accordance with new data 
as the current month or quarter ends. For example, if the budget is for 12 months, a 
budget for the next year will always be available at the end of each interim period. 
Continuous budgeting encourages a longer-term perspective regardless of how little time 
remains in the company’s current fiscal year. 

• Answer (B) is incorrect. A continuous profit plan is one that is revised and extended as 
available information changes. 

• Answer (C) is incorrect. A continuous plan can be prepared by either a full-time or part- 
time staff. 

• Answer (D) is incorrect. It is the lack of reliable long-range information that makes the 
continuous profit plan so worthwhile. 

[8] Gleim #: 6.2.24 - Source: CMA 694 3-13 

A continuous (rolling) budget 

A. Presents the plan for only one level of activity and does not adjust to changes in the 
level of activity. 

B. Presents the plan for a range of activity so the plan can be adjusted for changes in 
activity. 

C. Is a plan that is revised monthly or quarterly, dropping one period and adding 
another. 

D. Is one of the budgets that is part of a long-range strategic plan, unchanged unless the 
strategy of the company changes. 

• Answer (A) is incorrect. A continuous budget can be for any level of activity. It 
need not be a static budget. 

• Answer (B) is incorrect. A flexible budget approach is not unique to a continuous 
budget. 

• Answer (C) is correct A continuous, or rolling, budget is one that is revised 
monthly or quarterly by dropping one period and adding a new one. Thus, a 
company desiring a 1-year budget cycle will always have a budget for the next 12 
months, regardless of the time of year. 

• Answer (D) is incorrect. A continuous budget is frequently revised. 
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[1] Gleim #: 6.4.39 - Source: CMA 0205 2-5 

The type of budget that is available on a continuous basis for a specified future period — 
by adding a month, quarter, or year in the future as the month, quarter, or year just ended 
is dropped — is called a(n) 

A. Rolling budget. 

B. Kaizen budget. 

C. Activity-based budget. 

D. Flexible budget. 

• Answer (A) is correct. A continuous (rolling) budget is one that is revised on a 
regular (continuous) basis. Typically, a company continuously extends such a 
budget for an additional month or quarter in accordance with new data as the 
current month or quarter ends. For example, if the budget cycle is 1 year, a budget 
for the next 12 months will be available continuously as each month ends. The 
principal advantage of a rolling budget is that it requires managers always to be 
thinking ahead. 

• Answer (B) is incorrect. A kaizen budget is one that assumes the continuous 
improvement of products and processes. 

• Answer (C) is incorrect. An activity-based budget is one that applies activity-based 
costing principles to budgeting. 

• Answer (D) is incorrect. A flexible budget consists of a series of budgets prepared 
for many levels of activity. 

[2] Gleim #: 6.4.40 - Source: CMA 1290 3-19 

The use of the master budget throughout the year as a constant comparison with actual 
results signifies that the master budget is also a 

A. Flexible budget. 

B. Capital budget. 

C. Zero-base budget. 

D. Static budget. 

• Answer (A) is incorrect. A flexible budget can be used in conjunction with 
standard costs to provide budgets for different activity levels. 

• Answer (B) is incorrect. A capital budget concerns only long-term investments. 

• Answer (C) is incorrect. A zero-base budget is one that requires its preparer to 
fully justify every item in the budget for each period. 
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• Answer (D) is correct If an unchanged master budget is used continuously throughout the 
year for comparison with actual results, it must be a static budget, that is, one prepared for 
just one level of activity. 

[3] Gleim #: 6.4.41 - Source: CMA 697 3-12 

Which one of the following budgeting methodologies would be most appropriate for a 
firm facing a significant level of uncertainty in unit sales volumes for next year? 

A. Top-down budgeting. 

B. Life-cycle budgeting. 

C. Static budgeting. 

D. Flexible budgeting. 

• Answer (A) is incorrect. Top-down budgeting entails imposition of a budget by top 
management on lower-level employees. It is the antithesis of participatory 
budgeting. 

• Answer (B) is incorrect. Life-cycle budgeting estimates a product’s revenues and 
costs for each link in the value chain from R&D and design to production, 
marketing, distribution, and customer service. The product life cycle ends when 
customer service is withdrawn. 

• Answer (C) is incorrect. A static budget is for only one level of activity. 

• Answer (D) is correct. With flexible budgeting, the firm prepares a series of 
budgets for many levels of sales and production. A At the end of the period, 
management can compare actual sales performance with the appropriate budgeted 
level in the flexible budget. 

[4] Gleim #: 6.4.42 - Source: CMA 695 3-19 

A plan that is created using budgeted revenue and costs but is based on the actual units of 
output is known as a 

A. Continuous budget. 

B. Flexible budget. 

C. Strategic plan. 

D. Static budget. 

• Answer (A) is incorrect. A continuous budget is revised on a regular (continuous) 
basis by extending it for another month or quarter in accordance with new data as 
the current month or quarter ends. 
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• Answer (B) is correct. A flexible budget is a series of several budgets prepared for many 
levels of sales and production. A flexible budget is designed to allow adjustment of the 
budget to the actual level of activity before comparing the budgeted activity with actual 
results. 

• Answer (C) is incorrect. A strategic plan is a long-term planning device. 

• Answer (D) is incorrect. A static (fixed) budget is prepared for only one level of output. 
That level will probably not be the level of actual operations. 

[5] Gleim #: 6.4.43 - Source: CMA 694 3-15 

A method of budgeting in which the cost of each program must be justified, starting with 
the one most vital to the company, is 

A. Flexible budgeting. 

B. Zero-based budgeting. 

C. Continuous budgeting. 

D. Probabilistic budgeting. 

• Answer (A) is incorrect. Flexible budgeting prepares budgets for varying levels of 
productivity. 

• Answer (B) is correct Zero-based budgeting is an effective means of bringing 
objective thinking to the budgeting process. The principal advantage of this 
approach is that managers are forced to review each program in its entirety at the 
beginning of every budget period, rather than merely extrapolate historical figures. 

• Answer (C) is incorrect. Continuous budgeting extends budget estimates at interim 
dates so that a budget for a specified period, usually 12 months, is always available. 

• Answer (D) is incorrect. Probabilistic budgeting bases budgets on the most likely 
levels of activity. 

[6] Gleim #: 6.4.44 - Source: CMA 696 3-14 

Comparing actual results with a budget based on achieved volume is possible with the 
use of a 

A. Monthly budget. 

B. Master budget. 

C. Rolling budget. 

D. Flexible budget. 
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• Answer (A) is incorrect. Comparing results using a monthly budget is no easier than 
using a budget of any other duration. 

• Answer (B) is incorrect. A master budget is the overall budget. It will not facilitate 
comparisons unless it is also a flexible budget. 

• Answer (C) is incorrect. A rolling (or continuous) budget is revised on a regular 
(continuous) basis. It will not facilitate comparisons unless it is also a flexible budget. 

• Answer (D) is correct. A flexible budget is essentially a series of several budgets 
prepared for various levels of sales and production. At the end of the period, 
management can compare actual costs or performance with the appropriate budgeted 
level in the flexible budget. A flexible budget is designed to allow adjustment of the 
budget to the actual level of activity before comparing the budgeted activity with actual 
results. 

[7] Gleim #: 6.4.45 - Source: CMA 1293 3-18 

The use of standard costs in the budgeting process signifies that an organization has most 
likely implemented a 

A. Flexible budget. 

B. Capital budget. 

C. Zero-based budget. 

D. Static budget. 

• Answer (A) is correct. A flexible budget is a series of budgets prepared for various 
levels of sales and production. Another view is that it is based on cost formulas, or 
standard costs. Thus, the cost formulas are fed into the computerized budget 
program along with the actual level of sales or production. The result is a budget 
created for the actual level of activity. 

• Answer (B) is incorrect. A capital budget is a means of evaluating long-term 
investments and has nothing to do with standard costs. 

• Answer (C) is incorrect. A zero-based budget is a planning process in which each 
manager must justify a department’s entire budget each year. The budget is built 
from the base of zero each year. 

• Answer (D) is incorrect. A static budget is for one level of activity. It can be based 
on expected actual or standard costs. 
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[8] Gleim #: 6.4.46 - Source: CIA 587 III-16 

A manufacturing firm has certain peak seasons; namely the Christmas season, the 
summer season, and the last 2 weeks of February. During these periods of increased 
output, the firm leases additional production equipment and hires additional temporary 
employees. Which of the following budget techniques would best fit this firm’s needs? 

A. Flexible budgeting. 

B. Static budgeting. 

C. Zero-based budgeting. 

D. Project budgeting. 

• Answer (A) is correct. A flexible budget is a series of several budgets prepared for 
various levels of sales and production. It is designed to allow adjustment of the 
budget to the actual level of activity before comparing the budgeted activity with 
actual results. A firm with peak seasons may prefer flexible budgeting because of its 
difficulties in predicting the activity level. 

• Answer (B) is incorrect. A static budget is prepared for only one level of sales or 
production and is appropriate for a firm with little periodic variation in activity. 

• Answer (C) is incorrect. Zero-based budgeting is a process by which each manager 
must justify his/her entire budget every period. 

• Answer (D) is incorrect. Project or program budgeting is used for special projects 
or programs, not ongoing activities. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 5 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(11 questions) 



[9] Gleim #: 6.4.47 - Source: CMA 0408 2-004 

Rainbow, Inc., recently appointed Margaret Joyce as vice president of finance and asked 
her to design a new budgeting system. Joyce has changed to a monthly budgeting system 
by dividing the company’s annual budget by 12. Joyce then prepared monthly budgets for 
each department and asked the managers to submit monthly reports comparing actual to 
budget. A sample monthly report for Department A is shown below. 



Rainbow, Inc. 

Monthly Report for Department A 





Actual 


Budget 


Variance 


Units 


1,000 


900 


100 F 


Variable production costs: 


Direct material 


$ 2,800 


$ 2,700 


$ 100 U 


Direct labor 


4,800 


4,500 


300 U 


Variable factory 


overhead 


4,250 


4,050 


200 U 


Fixed costs: 


Depreciation 


3,000 


2,700 


300 U 


Taxes 


1,000 


900 


100 U 


Insurance 


1,500 


1,350 


150 U 


Administration 


1,100 


990 


110U 


Marketing 


1,000 


900 


100 U 


Total costs 


$19,450 


$18,090 


$1,360 U 



This monthly budget has been imposed from the top and will create behavior problems. 

All of the following are causes of such problems except 

A. The use of a flexible budget rather than a fixed budget. 

B. Top management authoritarian attitude toward the budget process. 

C. The inclusion of noncontrollable costs, such as depreciation. 

D. The lack of consideration for factors, such as seasonality. 

• Answer (A) is correct. A flexible budget, which to an extent adapts automatically to 
changing circumstances, is much more likely to meet with acceptance than an 
unchanging budget prepared before the period begins. 

• Answer (B) is incorrect. A budget imposed from above is likely to lead to 
undesirable behavior on the part of staff and middle management. 

• Answer (C) is incorrect. All costs are controllable at some level of management 
and thus must be factored into any organization’s budget. 
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• Answer (D) is incorrect. Any budget that does not reflect the reality of seasonal activity 
will meet with resistance by those responsible for generating revenues. 

[10] Gleim #: 6.4.48 - Source: CMA 0408 2-026 

Country Ovens is a family restaurant chain. Due to an unexpected road construction 
project, traffic passing by the Country Ovens restaurant in Newtown has significantly 
increased. As a result, restaurant volume has similarly increased well beyond the level 
expected. Which type of budget would be most appropriate in helping the restaurant 
manager plan for restaurant labor costs? 

A. Zero-based budget. 

B. Rolling budget. 

C. Activity-based budget. 

D. Flexible budget. 

• Answer (A) is incorrect. The purpose of a zero-based budget is to force managers 
to justify all their anticipated expenses for a period. 

• Answer (B) is incorrect. The purpose of a rolling budget is to keep a manager’s 
attention focused on the long-term. 

• Answer (C) is incorrect. The purpose of activity-based budgeting is to 
appropriately assign indirect costs that would otherwise have to be arbitrarily 
allocated. 

• Answer (D) is correct. A flexible budget is adaptable to unanticipated levels of 
production. Flexible budgeting enables an organization to compute the levels of 
cost that “should” have been incurred given the level of output actually achieved. 

[11] Gleim #: 6.4.49 - Source: CMA 0408 2-028 

A budgeting approach that requires a manager to justify the entire budget for each budget 
period is known as 

A. Performance budgeting. 

B. Program budgeting. 

C. Zero-based budgeting. 

D. Incremental budgeting. 

• Answer (A) is incorrect. Performance budgeting refers to the way a budget is used, 
and not how it is developed. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 7 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(11 questions) 



• Answer (B) is incorrect. A program budget is a budget that lists budget items by program 
rather than by type of expense; it could be either zero-based or incremental. 

• Answer (C) is correct. Zero-based budgeting (ZBB) is a budget and planning process in 
which each manager must justify his/her department’s entire budget every budget cycle. 
ZBB differs from the traditional concept of incremental budgeting, in which the current 
year’s budget is simply adjusted to allow for changes planned for the coming year. 

• Answer (D) is incorrect. Incremental budgeting is the traditional budgeting method in 
which the current year’s budget is simply adjusted to allow for changes planned for the 
coming year. 
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[Fact Pattern #1] 



Daffy Tunes manufactures a toy rabbit with 
moving parts and a built-in voice box. 
Projected sales in units for the next 5 
months are as follows: 

Projected 



Month 


Sales in Units 


January 


30,000 


February 


36,000 


March 


33,000 


April 


40,000 


May 


29,000 



Each rabbit requires basic materials that Daffy 
purchases from a single supplier at $3.50 per 
rabbit. Voice boxes are purchased from 
another supplier at $1.00 each. Assembly labor 
cost is $2.00 per rabbit, and variable overhead 
cost is $.50 per rabbit. Fixed manufacturing 
overhead applicable to rabbit production is 
$12,000 per month. Daffy’s policy is to 
manufacture 1.5 times the coming month’s 
projected sales every other month, starting 
with January (i.e., odd-numbered months) for 
February sales, and to manufacture 0.5 times 
the coming month’s projected sales in 
alternate months (i.e., even-numbered 
months). This allows Daffy to allocate limited 
manufacturing resources to other products as 
needed during the even-numbered months. 



[1] Gleim #: 6.6.71 - Source: CMA 1296 3-4 



(Refers to Fact Pattern #1) 

Daffy Tunes’ unit production budget for toy rabbits for January is 

A. 45,000 units. 

B. 16,500 units. 

C. 54,000 units. 

D. 14,500 units. 

• Answer (A) is incorrect- The figure of 45,000 is based on January sales. 

• Answer (B) is incorrect. Budgeted production for February is 16,500 units. 

• Answer (C) is correct The production budget for January is 54,000 units (36,000 
projected February sales x 1.5). 

• Answer (D) is incorrect- Budgeted production for April is 14,500 units. 
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[2] Gleim #: 6.6.72 - Source: CMA 1296 3-5 

(Refers to Fact Pattern #1) 

Daffy Tunes’ dollar production budget for toy rabbits for February is 

A. $327,000 

B. $390,000 

C. $113,500 

D. $127,500 

• Answer (A) is incorrect. The amount of $327,000 is based on January sales. 

• Answer (B) is incorrect. The production budget for January is $390,000. 

• Answer (C) is incorrect. The production budget for April is $1 13,500. 

• Answer (D) is correct. The units to be produced in February equal 50% of March 
sales, or 16,500 units (33,000 x .5). The unit variable cost is $7.00 ($3.50 + $1.00 + 
$2.00 + $.50), so total variable costs are $115,500 (16,500 x $7). Thus, the dollar 
production budget for February is $127,500 ($1 15,500 variable + $12,000 fixed). 

[6] Gleim #: 6.6.76 - Source: CMA 694 3-7 

Zohar Company’s budget contains the following information: 

Zohar Company 

Units 



Beginning finished goods inventory 85 

Beginning work- in-process in equivalent units 10 

Desired ending finished goods inventory 100 

Desired ending work-in-process in 
equivalent units 40 

Projected sales 1,800 



How many equivalent units should Zohar plan to produce? 



A. 1,800 

B. 1,565 

C. 1,815 

D. 1,845 

• Answer (A) is incorrect. The figure of 1,800 equals projected unit sales. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 2 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(34 questions) 



• Answer (B) is incorrect. Units needed for sales minus all inventory amounts equals 1,565. 

• Answer (C) is incorrect. Finished units needed equals 1,815. 

• Answer (D) is correct The finished units needed are calculated as follows: 



Needed for sales 1,800 

Needed for ending inventory 100 

Total finished units needed 1,900 

Less: Beginning inventory (85) 

Finished units needed 1,815 



The units to be produced are calculated as follows: 

Finished units needed 1,815 

Needed for ending inventory 40 

Total units in process 1,855 

Less: Beginning WIP inventory (10) 

Units to be produced 1,845 



[Fact Pattern #2] 



Jordan Auto has developed the 
following production plan: 



Month 


Units 


January 


10,000 


February 


8,000 


March 


9,000 


April 


12,000 



Each unit contains 3 pounds of direct materials. The 
desired direct materials ending inventory each month 
is 120% of the next month’s production, plus 500 
pounds. (The beginning inventory meets this 
requirement.) Jordan has developed the following 
direct labor standards for production of these units: 

Department 1 Department 2 
Hours per unit 2.0 0.5 

Hourly rate $7.25 $12.00 
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[7] Gleim #: 6.6.77 - Source: CMA 697 3-14 

(Refers to Fact Pattern #2) 

How much direct materials should Jordan Auto purchase in March? 

A. 27,000 pounds. 

B. 32,900 pounds. 

C. 36,000 pounds. 

D. 37,800 pounds. 

• Answer (A) is incorrect. The usage for March is 27,000 pounds. 

• Answer (B) is incorrect. The beginning inventory is 32,900 pounds. 

• Answer (C) is incorrect. The usage for April is 36,000 pounds. 

• Answer (D) is correct. Jordan needs 27,000 pounds (3 x 9,000 units) of materials 
for March production. It also needs 43,700 pounds { [(3 x 12,000 units to be 
produced in April) x 120%] + 500} for ending inventory. Given a beginning 
inventory of 32,900 pounds { [(3 x 9,000 units to be produced in March) x 120%] + 
500], required purchases equal 37,800 pounds (27,000 pounds + 43,700 pounds - 
32,900 pounds). 

[8] Gleim #: 6.6.78 - Source: CMA 1287 4-29 

The Jung Corporation’s budget calls for the following production: 

Qtr 1 — 45,000 units 

Qtr 2 — 38,000 units 

Qtr 3 — 34,000 units 

Qtr 4 — 48,000 units 



Each unit of product requires three pounds of direct material. The company’s policy is to 
begin each quarter with an inventory of direct materials equal to 30% of that quarter’s 
direct material requirements. Budgeted direct materials purchases for the third quarter 
would be 

A. 114,600 pounds. 

B. 43,200 pounds. 

C. 38,200 pounds. 

D. 30,600 pounds. 
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• Answer (A) is correct. Beginning inventory should be 30,600 pounds (34,000 units of 
budgeted sales x 3 pounds x 30%). Ending inventory should be 43,200 pounds (48,000 
units of budgeted sales for Quarter 4x3 pounds x 30%). Since BI plus purchases minus 
El equals Quarter 3 budgeted sales, purchases must be 1 14,600. 

30,600 + X - 43,200 = 3 x34,000 
X- 12,600 = 102,000 
X = 114,600 

• Answer (B) is incorrect. The ending inventory required for the third quarter is 43,200 
pounds. 

• Answer (C) is incorrect. The figure of 38,200 is calculated without taking into account 
that each unit of product requires 3 pounds of direct materials. 

• Answer (D) is incorrect. The beginning inventory required for the third quarter is 
30,600 pounds. 

[9] Gleim #: 6.6.79 - Source: CMA 1294 3-19 

Superior Industries’ sales budget shows quarterly sales for the next year as follows: 
Quarter Units 



Company policy is to have a finished goods inventory at the end of each quarter equal to 
20% of the next quarter’s sales. Budgeted production for the second quarter of the next 
year would be 

A. 7,200 units. 

B. 8,000 units. 

C. 8,800 units. 

D. 8,400 units. 

• Answer (A) is incorrect. Subtracting the beginning inventory twice results in 7,200 
units. 

• Answer (B) is incorrect. Assuming no change in inventory results in 8,000 units. 



1 

2 

3 

4 



10,000 

8,000 

12,000 

14,000 
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• Answer (C) is correct. The finished units needed for sales (8,000), plus the units desired 
for ending inventory (12,000 units to be sold in the third quarter x 20% = 2,400), minus the 
units in beginning inventory (8,000 units to be sold in the second quarter x 20% = 1,600), 
equals budgeted production for the second quarter of 8,800 units. 

• Answer (D) is incorrect. Including the beginning inventory for the first quarter, not the 
second quarter, in the calculation results in 8,400 units. 



[Fact Pattern #3] 

Superflite expects April sales of its deluxe model airplane, the C-14, to be 402,000 units at 
$11 each. Each C-14 requires three purchased components shown below. 



Number Needed 





Purchase Cost 


for Each C-14 Unit 


A-9 


$ .50 


1 


B-6 


.25 


2 


D-28 


1.00 


3 



Factory direct labor and variable overhead per unit of C-14 totals $3.00. Fixed factory 
overhead is $1.00 per unit at a production level of 500,000 units. Superflite plans the 
following beginning and ending inventories for the month of April and uses standard 
absorption costing for valuing inventory. 



Part No. 


Units at April 1 


Units at April 30 


C-14 


12,000 


10,000 


A-9 


21,000 


9,000 


B-6 


32,000 


10,000 


D-28 


14,000 


6,000 



[10] Gleim #: 6.6.80 - Source: CMA 1293 3-10 

(Refers to Fact Pattern #3) 

Superflite’ s C-14 production budget for April should be based on the manufacture of 

A. 390,000 units. 

B. 400,000 units. 

C. 402,000 units. 

D. 424,000 units. 
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• Answer (A) is incorrect. Not considering the need to produce for ending inventory 
results in 390,000 units. 

• Answer (B) is correct. Sales are expected to be 402,000 units in April. The beginning 
inventory is 12,000 units, and the ending inventory is expected to be 10,000 units, a 
decline in inventory of 2,000 units. Thus, the budget should be based on production of 

400.000 units (402,000 units to be sold - 12,000 units BI + 10,000 units El). 

• Answer (C) is incorrect. Sales for the month equals 402,000 units; a portion of these 
sales will come from the beginning inventory. 

• Answer (D) is incorrect. The sum of sales and beginning and ending inventories is 

424.000 units. 

[11] Gleim #: 6.6.81 - Source: CMA 1293 3-11 

(Refers to Fact Pattern #3) 

Assume Superflite plans to manufacture 400,000 units in April. Superflite’s April budget 
for the purchase of A-9 should be 

A. 379,000 units. 

B. 388,000 units. 

C. 402,000 units. 

D. 412,000 units. 

• Answer (A) is incorrect. The number of 379,000 units fails to consider the 9,000 
units in the ending inventory. 

• Answer (B) is correct Each of the 400,000 units to be produced in April will 
require one unit of A-9, a total requirement of 400,000 units. In addition, ending 
inventory is expected to be 9,000 units. Hence, 409,000 units must be supplied 
during the month. Of these, 21,000 are available in the beginning inventory. 
Subtracting the 21,000 beginning inventory from 409,000 leaves 388,000 to be 
purchased. 

• Answer (C) is incorrect. Sales for the month equals 402,000 units. 

• Answer (D) is incorrect. Adding the decline in inventory of 12,000 to production 
needs instead of subtracting it results in 412,000. 
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[Fact Pattern #4] 

Simpson, Inc., is in the process of preparing its annual budget. The following beginning and 
ending inventory levels (in units) are planned for the year ending December 31. 



*Two units of raw material are needed to produce each unit of finished product. 



[12] Gleim #: 6.6.82 - Source: CMA 1294 3-17 

(Refers to Fact Pattern #4) 

If Simpson plans to sell 480,000 units during the year, the number of units it would have 
to manufacture during the year would be 

A. 440,000 units. 

B. 480,000 units. 

C. 510,000 units. 

D. 450,000 units. 

• Answer (A) is incorrect. Treating beginning work-in-process as beginning finished 
goods results in 440,000 units. 

• Answer (B) is incorrect. The figure of 480,000 units assumes no change in finished 
goods inventory. 

• Answer (C) is incorrect. Reversing the beginning and ending inventories results in 

510,000 units. 

• Answer (D) is correct. The finished units needed for sales (480,000), plus the units 
desired for ending inventory (50,000), minus beginning inventory (80,000), equals 
the necessary production of 450,000 units. 



Beginning Ending 

Inventory Inventory 



Raw material* * 
Work-in-process 
Finished goods 



40.000 50,000 

10.000 10,000 

80,000 50,000 
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[13] Gleim #: 6.6.83 - Source: CMA 1294 3-18 

(Refers to Fact Pattern #4) 

If 500,000 finished units were to be manufactured for the year by Simpson, the units of 
raw material that must be purchased would be 

A. 1,000,000 units. 

B. 1,020,000 units. 

C. 1,010,000 units. 

D. 990,000 units. 

• Answer (A) is incorrect. Raw material needed for 1995 production only equals 
1,000,000 units. 

• Answer (B) is incorrect. The figure of 1,020,000 units is based on an erroneous 
doubling of the difference between beginning and ending inventory of raw material. 

• Answer (C) is correct The 500,000 finished units to be manufactured require 
1,000,000 units of raw material (2 x 500,000). In addition, the inventory of raw 
material is planned to increase by 10,000 units. Consequently, 1,010,000 units of 
raw material should be purchased. 

• Answer (D) is incorrect. Reversing the beginning and ending inventories results in 

990,000 units. 



[Fact Pattern #5] 

Paradise Company budgets on an annual basis for its fiscal year. The following beginning and 
ending inventory levels (in units) are planned for the fiscal year of July 1 through June 30: 



* Two (2) units of raw material are needed to produce each unit of finished product. 



Raw material* 
Work- in-process 
Finished goods 



July 1 June 30 

40.000 50,000 

10.000 20,000 

80,000 50,000 
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[14] Gleim #: 6.6.84 - Source: CMA 692 3-29 

(Refers to Fact Pattern #5) 

If Paradise Company plans to sell 480,000 units during the fiscal year, the number of 

units it will have to manufacture during the year is 

A. 440,000 units. 

B. 480,000 units. 

C. 510,000 units. 

D. 450,000 units. 

• Answer (A) is incorrect. The calculation need not be adjusted for the change in 
work-in-process. Only finished goods are being discussed. 

• Answer (B) is incorrect. The amount to be sold is 480,000 units. 

• Answer (C) is incorrect. The number of 510,000 units equals sales, plus beginning 
inventory, minus ending inventory. 

• Answer (D) is correct. If the company sells 480,000 units with an ending finished 
goods inventory of 50,000 units, 530,000 units must be available. Given 80,000 
units are in beginning inventory, production will have to be 450,000 units (530,000 
- 80,000). 

[15] Gleim #: 6.6.85 - Source: CMA 692 3-30 

(Refers to Fact Pattern #5) 

If 500,000 complete units were to be manufactured during the fiscal year by Paradise 

Company, the number of units of raw materials to be purchased is 

A. 1,000,000 units. 

B. 1,020,000 units. 

C. 1,010,000 units. 

D. 990,000 units. 

• Answer (A) is incorrect. The total needed for production is 1,000,000 units. 

• Answer (B) is incorrect. The number of units in raw materials is not doubled. 

• Answer (C) is correct The total raw materials needed for production will be 
1,000,000 units (500,000 units x 2 units of raw materials). In addition, raw 
materials inventory is expected to increase by 10,000 units. Thus, raw materials 
purchases will be 1,010,000. 

• Answer (D) is incorrect. The number of 990,000 units is less than the amount used 
in production. 
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[Fact Pattern #6] 

Wellfleet Company manufactures recreational equipment and prepares annual operational 
budgets for each department. The Purchasing Department is finalizing plans for the fiscal year 
ending June 30, Year 2, and has gathered the information regarding two of the components 
used in both tricycles and bicycles. Wellfleet uses the first- in, first-out inventory method. 





A19 


B12 


Tricycles 


Bicycles 


Beginning inventory, July 1, Year 1 


3,500 


1,200 


800 


2,150 


Ending inventory, June 30, Year 2 


2,000 


1,800 


1,000 


900 


Unit cost 


$1.20 


$4.50 


$54.50 


$89.60 


Projected fiscal year unit sales 
Component usage: 


— 


— 


96,000 


130,000 


Tricycles 


2/unit 


1/unit 


- 


— 


Bicycles 


2/unit 


4/unit 


- 


— 



[18] Gleim #: 6.6.88 - Source: CMA 693 3-7 

(Refers to Fact Pattern #6) 

The budgeted dollar value of Wellfleet Company’s purchases of component A19 for the 
fiscal year ending June 30, Year 2 is 

A. $309,000 

B. $538,080 

C. $540,600 

D. $2,017,800 

• Answer (A) is incorrect. The cost of the units of A19 needed for bicycle production 
is $309,000. 

• Answer (B) is correct The inventory of tricycles is expected to increase from 800 
units to 1,000 units, an increase of 200 units. Adding this 200-unit inventory 
increase to the projected sales of 96,000 results in total production of tricycles of 
96,200 units. The inventory of bicycles is expected to decline from 2,150 to 900, a 
decrease of 1,250 units. Subtracting this inventory decline from the 130,000 units of 
projected sales results in expected production of 128,750 units. Given that each 
tricycle and bicycle requires two units of A 19, the necessary units of the component 
can be calculated by adding the 96,200 tricycles to the 128,750 bicycles, a total 
production of 224,950. Multiplying this total production level times the two 
components required results in a total of 449,900 components. Combining the 
449,900 units of A19 needed for production with the desired inventory decrease of 
1,500 units (3,500 - 2,000) indicates that 448,400 components must be purchased. 
At $1.20 per unit, the total cost of 448,400 units is $538,080. 
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• Answer (C) is incorrect. The amount of $540,600 ignores the change in the inventory 
levels of finished units of tricycles and bicycles. 

• Answer (D) is incorrect. The amount of $2,017,800 is based on the price of B 12 ($4.50). 

[19] Gleim #: 6.6.89 - Source: CMA 693 3-8 

(Refers to Fact Pattern #6) 

If the economic order quantity of Component B 12 is 70,000 units, the number of times 
that Wellfleet Company should purchase this component during the fiscal year ended 
June 30, Year 2, is 

A. Four times. 

B. Five times. 

C. Eight times. 

D. Nine times. 

• Answer (A) is incorrect. Ordering four times will meet the need for tricycle but not 
bicycle production. 

• Answer (B) is incorrect. Ordering five times will meet the need for tricycle but not 
bicycle production. 

• Answer (C) is incorrect. Eight orders will suffice only for the bicycles. 

• Answer (D) is correct. The number of tricycles to be produced is 96,200. Each 
requires one unit of B12. The number of bicycles to be produced is 128,750. Each 
requires four units of B12, a total of 515,000. Combining the 96,200 units needed 
for tricycles with the 515,000 units needed for bicycles results in a total demand of 
611,200 units. An additional 600 units (1,800 - 1,200) will have to be ordered to 
permit the increase in the inventory of B 12. Dividing the annual requirement of 
611,800 units by the 70,000-unit EOQ results in 8.74 orders per year. Because 
partial orders are not possible, nine orders will have to be placed. 

[20] Gleim #: 6.6.90 - Source: CMA 0205 2-6 

A large manufacturer’s forecast of total sales revenues for a year is least likely to be 
influenced by 

A. The seasonal pattern of sales revenues throughout the year. 

B. Anticipated interest rates and unemployment rates. 

C. Expected shortages of key raw materials. 

D. Input from sales personnel. 
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• Answer (A) is correct. A large manufacturing firm will be well familiar with the 
seasonal patterns to which demand for its products is subject. The forecast is being 
prepared for an entire year, so the cyclical effects of varying demand will be taken into 
account. 

• Answer (B) is incorrect. Interest rates and unemployment levels will have a direct 
impact on a manufacturer’s operating and financing budgets. 

• Answer (C) is incorrect. If shortages of key raw materials are expected, this will have a 
major impact on a manufacturer’s budgeting process. 

• Answer (D) is incorrect. Input from all levels of the organization is important to a 
successful budget. 



[Fact Pattern #7] 

Berol Company plans to sell 200,000 units of finished product in July and anticipates a 
growth rate in sales of 5% per month. The desired monthly ending inventory in units of 
finished product is 80% of the next month’s estimated sales. There are 150,000 finished units 
in inventory on June 30. Each unit of finished product requires 4 pounds of direct materials at 
a cost of $1.20 per pound. There are 800,000 pounds of direct materials in inventory on June 
30. 



[21] Gleim #: 6.6.91 - Source: CMA 692 3-25 

(Refers to Fact Pattern #7) 

Berol Company’s production requirement in units of finished product for the 3-month 
period ending September 30 is 

A. 712,025 units. 

B. 630,500 units. 

C. 638,000 units. 

D. 665,720 units. 

• Answer (A) is incorrect. The total estimated sales for the next 4 months, minus 
beginning inventory for July, equals 712,025 units. 

• Answer (B) is incorrect. The total sales for 3 months equals 630,500 units. 

• Answer (C) is incorrect. The number of 638,000 units assumes that each 
succeeding month’s sales are 105% of July’s. 
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• Answer (D) is correct Sales are expected to increase at the rate of 5% per month. Given 
that July sales are estimated to be 200,000 units, August, September, and October sales are 
expected to be 210,000 units (200,000 x 1.05), 220,500 units (210,000 x 1.05), and 
231,525 units (220,500 x 1.05), respectively. Moreover, September ending inventory must 
be 80% of October’s estimated sales, or 185,220 units (231,525 x 80%). Consequently, the 
production requirement for the 3-month period is 665,720 units (200,000 + 210,000 + 
220,500 + 185,220 September El - 150,000 July BI). 

[22] Gleim #: 6.6.92 - Source: CMA 692 3-26 

(Refers to Fact Pattern #7) 

Assume Berol Company plans to produce 600,000 units of finished product in the 3- 
month period ending September 30, and to have direct materials inventory on hand at the 
end of the 3-month period equal to 25% of the use in that period. The estimated cost of 
direct materials purchases for the 3-month period ending September 30 is 

A. $2,200,000 

B. $2,400,000 

C. $2,640,000 

D. $2,880,000 

• Answer (A) is incorrect. The number of pounds needed to be purchased is 

2 , 200 , 000 . 

• Answer (B) is incorrect. The number of pounds that will be used is 2,400,000. 

• Answer (C) is correct Production of 600,000 units will require 2,400,000 pounds 
of direct materials (600,000 units x 4 lbs.). In addition, ending inventory will be 
25% of the period’s usage, or 600,000 pounds (2,400,000 x 25%). Thus, 3,000,000 
total pounds will be needed. However, given 800,000 pounds in inventory, 
purchases will be only 2,200,000 pounds. At $1.20 per pound, the cost will be 
$2,640,000. 

• Answer (D) is incorrect. The $2,880,000 is obtained by multiplying the total usage 
times the cost per pound, without considering the change in inventory. 
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[24] Gleim #: 6.6.94 - Source: CMA 0408 2-039 

Hannon Retailing Company prices its products by adding 30% to its cost. Hannon 
anticipates sales of $715,000 in July, $728,000 in August, and $624,000 in September. 
Hannon’s policy is to have on hand enough inventory at the end of the month to cover 
25% of the next month’s sales. What will be the cost of the inventory that Hannon should 
budget for purchase in August? 

A. $509,600 

B. $540,000 

C. $560,000 

D. $680,000 

• Answer (A) is incorrect. The amount of $509,600 results from treating gross profit 
as 30% of sales rather than as 30% of cost. 

• Answer (B) is correct The first step is to determine the cost of goods sold for each 
month. Since sales are 130% of cost, cost of goods sold can be calculated as 
follows: 

July: $715,000 -f 130% = $550,000 

August: 728,000 -f 130% = 560,000 

September: 624,000= 130% = 480,000 

Purchases for August can now be calculated as follows: 

Projected sales at cost $560,000 

Add: required ending inventory 
($480,000 x 25%) 120,000 

Total goods needed $680,000 

Less: beginning inventory (140,000) 

Purchases $540,000 

• Answer (C) is incorrect. The amount of $560,000 results from failing to consider 
the changes in inventories. 

• Answer (D) is incorrect. The amount of $680,000 results from failing to subtract 
beginning inventory. 
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[Fact Pattern #8] 

Streeter Company produces plastic microwave turntables. Sales for the next year are expected 
to be 65,000 units in the first quarter, 72,000 units in the second quarter, 84,000 units in the 
third quarter, and 66,000 units in the fourth quarter. Streeter usually maintains a finished 
goods inventory at the end of each quarter equal to one half of the units expected to be sold in 
the next quarter. 



[25] Gleim #: 6.6.95 - Source: CMA 0408 2-040 

(Refers to Fact Pattern #8) 

How many units should Streeter produce in the second quarter? 

A. 72,000 

B. 75,000 

C. 78,000 

D. 84,000 

• Answer (A) is incorrect. The figure 72,000 is the level of sales, not production, for 
the second quarter. 

• Answer (B) is incorrect. The figure 75,000 is merely the average expected 
production for the following two quarters. 

• Answer (C) is correct Streeter’s required production for the second quarter can be 
calculated as follows: 



Sales for quarter 72,000 

Add: buffer for next quarter (84,000 x 50%) 42,000 

Less: buffer from previous quarter (72,000 x 50%) (36,000) 

Required production 78,000 



• Answer (D) is incorrect. The figure 84,000 is the total sales for the third quarter. 
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[26] Gleim #: 6.6.96 - Source: CMA 0408 2-044 

(Refers to Fact Pattern #8) 

Due to a work stoppage, the finished goods inventory at the end of the first quarter is 
8,000 units less than it should be. How many units should Streeter produce in the second 
quarter? 

A. 75,000 

B. 78,000 

C. 80,000 

D. 86,000 

• Answer (A) is incorrect. The figure 75,000 results from assuming that the 
discrepancy in beginning inventory occurs in both quarters. 

• Answer (B) is incorrect. The figure 78,000 fails to account for the shortfall in the 
buffer from the previous month. 

• Answer (C) is incorrect. The figure 80,000 is based on the 72,000 level of sales for 
the quarter instead of the desired production level of 78,000. 

• Answer (D) is correct. Streeter’s required production for the second quarter can be 
calculated as follows: 



Sales for quarter 72,000 

Add: buffer for next quarter (84,000 x 50%) 42,000 

Less: buffer from previous quarter (72,000 x 50%) (36,000) 

Projected production 78,000 

Add: shortfall from previous month buffer 8,000 

Revised required production 86,000 
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[27] Gleim #: 6.6.97 - Source: CMA 0408 2-041 

Tyler Company produces one product and budgeted 220,000 units for the month of 
August with the following budgeted manufacturing costs: 



Variable costs 
Batch set-up cost 
Fixed costs 
Total 



Total Costs Cost Per Unit 

$1,408,000 $ 6.40 

880,000 4.00 

1,210,000 5.50 

$3,498,000 $15.90 



The variable cost per unit and the total fixed costs are unchanged within a production 
range of 200,000 to 300,000 units per month. The total for the batch set-up cost in any 
month depends on the number of production batches that Tyler runs. A normal batch 
consists of 50,000 units unless production requires less volume. In the prior year, Tyler 
experienced a mixture of monthly batch sizes of 42,000 units, 45,000 units, and 50,000 
units. Tyler consistently plans production each month in order to minimize the number of 
batches. For the month of September, Tyler plans to manufacture 260,000 units. What 
will be Tyler’s total budgeted production costs for September? 



A. $3,754,000 

B. $3,930,000 

C. $3,974,000 

D. $4,134,000 



• Answer (A) is incorrect. The amount of $3,754,000 results from failing to account 
for the setup cost of an additional batch. 

• Answer (B) is correct Since variable costs are constant across the relevant range, 
the total variable cost for September will be $1,664,000 (260,000 units x $6.40). 
Since the normal production run is 50,000 units, and no indication is given that 
Tyler’s machinery can handle a larger run, we can conclude that five batches were 
needed in August (220,000 units total production -r 50,000 units per batch = 4.4 
batches). The setup cost for a batch must therefore be $176,000 ($880,000 -r 5 
setups). Six setups will be required for September (260,000 units total production -f 
50,000 units per batch = 5.2 batches), for a total of $1,056,000 in setup costs 
($176,000 x 6 setups). Fixed costs of $1,210,000 are unchanging within the relevant 
range. Total budgeted production costs for September are therefore: 



Variable costs 
Batch set-up cost 
Fixed costs 
Total 



$1,664,000 

1.056.000 

1 . 210.000 

$3,930,000 
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• Answer (C) is incorrect. The amount of $3,974,000 results from using only four batches in 
August and five batches in September. 

• Answer (D) is incorrect. The amount of $4,134,000 is based on the $15.90 average total 
cost for the preceding month, which is irrelevant because both set-up costs and fixed costs 
per unit will change in September. 

[28] Gleim #: 6.6.98 - Source: CMA 0408 2-042 

Ming Company has budgeted sales at 6,300 units for the next fiscal year and desires to 
have 590 good units on hand at the end of that year. Beginning inventory is 470 units. 
Ming has found from past experience that 10% of all units produced do not pass final 
inspection and therefore must be destroyed. How many units should Ming plan to 
produce in the next fiscal year? 

A. 6,890 

B. 7,062 

C. 7,133 

D. 7,186 

• Answer (A) is incorrect. The figure 6,890 is simply the sum of projected sales and 
ending inventory without taking account of the 10% spoilage. 

• Answer (B) is incorrect. The figure 7,062 results from merely adding the projected 
sales and end-of-year buffer and subtracting ending inventory and multiplying the 
result by 1 10%; the 1 10% does not apply to the 470 units in beginning inventory 
because that number is after the spoiled units were deducted in the previous period. 

• Answer (C) is correct Ming’s required production for the year can be calculated as 
follows: 



Projected sales 6,300 

Add: projected ending inventory 590 

Less: beginning inventory (470) 

Production 6,420 



Since 10% of all units produced do not pass inspection, Ming must produce 7,133 
units (6,420 -r 90%). 

• Answer (D) is incorrect. The figure 7,186 results from dividing projected sales and 
projected ending inventory by 90% before calculating desired production. 
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[29] Gleim #: 6.6.99 - Source: CMA 0408 2-043 

Savior Corporation assembles backup tape drive systems for home microcomputers. For 
the first quarter, the budget for sales is 67,500 units. Savior will finish the fourth quarter 
of last year with an inventory of 3,500 units, of which 200 are obsolete. The target ending 
inventory is 10 days of sales (based upon 360 days). What is the budgeted production for 
the first quarter? 

A. 75,000 

B. 71,700 

C. 71,500 

D. 64,350 

• Answer (A) is incorrect. The figure 75,000 results from ignoring the units available 
in beginning inventory. 

• Answer (B) is correct The 67,500 of sales for the quarter average 750 per day for 
90 days. Thus, production for the quarter can be calculated as follows: 



Budgeted sales 67,500 

Add: required ending inventory (750 x 10 days) 7,500 

Total units needed 75,000 

Less: beginning inventory (3,500 - 200) (3,300) 

Budgeted production 71,700 



• Answer (C) is incorrect. The figure 71,500 results from failing to subtract the 
obsolete units in beginning inventory. 

• Answer (D) is incorrect. The figure 64,350 results from miscalculating the average 
sales per day. 
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[30] Gleim #: 6.6.100 - Source: CMA 0408 2-045 

Data regarding Rombo Company’s budget are shown below. 



Planned sales 
Material cost 
Direct labor 
Direct labor rate 

Finished goods beginning inventory 
Finished goods ending inventory 
Direct materials beginning inventory 
Direct materials ending inventory 
Materials used per unit 



4,000 units 



$7 per hour 
900 units 
600 units 
4,300 units 
4,500 units 
6 pounds 



$2.50 per pound 
3 hours per unit 



Rombo Company’s production budget will show total units to be produced of 



• Answer (A) is correct. Rombo’ s required production for the year can be calculated 
as follows: 



• Answer (B) is incorrect. This number represents the level of unit sales, not 
production, for the year. 

• Answer (C) is incorrect. This number of units results from improperly adding 
beginning finished goods and subtracting ending finished goods. 

• Answer (D) is incorrect- This number of units results from failing to subtract the 
beginning finished goods inventory. 



A. 3,700 

B. 4,000 

C. 4,300 

D. 4,600 



Sales for year 

Add: ending finished goods inventory 
Less: beginning finished goods inventory 



4,000 

600 

(900) 

3,700 



Required production 
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[31] Gleim #: 6.6.101 - Source: CMA 0408 2-046 

Krouse Company is in the process of developing its operating budget for the coming year. 
Given below are selected data regarding the company’s two products, laminated putter 
heads and forged putter heads, that are sold through specialty golf shops. 





Putter Heads 


Raw materials: 


Forged 


Laminated 


Steel 


2 lbs. @ $5/lb. 


1 lb. @ $5/lb. 


Copper 


None 


1 lb. @ $ 15/lb. 


Direct labor 


1/4 hr. @ $20/hr. 


1 hr. @ $22/hr. 


Expected sales (units) 


8,200 


2,000 


Selling price per unit 


$30 


$80 


Ending inventory target (units) 


100 


60 


Beginning inventory (units) 


300 


60 


Beginning inventory (cost) 


$5,250 


$3,120 



Manufacturing overhead is applied to units produced on the basis of direct labor hours. 
Variable manufacturing overhead is projected to be $25,000, and fixed manufacturing 
overhead is expected to be $15,000. 

The estimated cost to produce one unit of the laminated putter head is 

A. $42 

B. $46 

C. $52 

D. $62 

• Answer (A) is incorrect. The amount of $42 results from failing to include 
overhead costs. 

• Answer (B) is incorrect. The amount of $46 results from including only fixed 
overhead costs. 
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• Answer (C) is correct. The costs of direct materials and direct labor are given. Determining 
per-unit overhead costs involves computing the total number of direct labor hours projected 
for the month (for both products). 





Forged 


Laminated 


Budgeted sales 


8,200 


2,000 


Less: beginning inventory 


(300) 


(60) 


Add: ending inventory target 


100 


60 


Budgeted production 


8,000 


2,000 


Times: DL hours 


x 0.25 


x 1.00 


Budgeted DL hours 


2,000 


2,000 



Total direct labor hours for the month are therefore 4,000 (2,000 + 2,000). Per-unit overhead 
costs can now be calculated: 



Variable overhead costs $25,000 

Fixed overhead costs 15,000 

Total projected overhead $40,000 

Divided by: DL hours 4- 4,000 

Per-unit overhead cost $ 10.00 



Total per-unit cost for a laminated putter head can now be calculated as follows: 



Direct materials — steel $ 5 

Direct materials — copper 15 

Direct labor 22 

Manufacturing overhead 10 

Total per-unit cost $52 



• Answer (D) is incorrect. The amount of $62 results from improperly assigning all fixed 
costs to the laminated units. 
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[Fact Pattern #9] 

Tidwell Corporation sells a single product for $20 per unit. All sales are on account, with 60% 
collected in the month of sale and 40% collected in the following month. A partial schedule of 
cash collections for January through March of the coming year reveals the following receipts 
for the period: 



Cash Receipts 

January February March 

December receivables $32,000 

From January sales 54,000 $36,000 

From February sales 66,000 $44,000 

Other information includes the following: 

• Inventories are maintained at 30% of the following month’s sales. 

• Tidwell desires to keep a minimum cash balance of $15,000. Total payments in January 
are expected to be $106,500, which excludes $12,000 of depreciation expense. Any 
required borrowings are in multiples of $1,000. 

• The December 3 1 balance sheet for the preceding year revealed a cash balance of 
$24,900. 



[32] Gleim #: 6.6.102 - Source: CMA 0408 2-047 

(Refers to Fact Pattern #9) 

March sales total $150,000. The number of units Tidwell must purchase in February is 

A. 3,850 

B. 4,900 

C. 6,100 

D. 7,750 

• Answer (A) is incorrect. The figure of 3,850 units results from failing to include 
30% of March sales. 

• Answer (B) is incorrect. The figure of 4,900 results from reversing the effects of 
beginning and ending inventory. 
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• Answer (C) is correct. Projected sales for February total $1 10,000 ($66,000 + $44,000). 
Unit sales are thus expected to be 5,500 ($1 10,000 -r $20). March unit sales are projected at 
7,500 ($150,000 -f $20). February purchases can thus be calculated as follows: 



Needed for February sales 5,500 

Add: 30% of March sales 2,250 

Total units needed 7,750 

Less: beginning inventory (1,650) 

February purchases 6,100 



• Answer (D) is incorrect. The figure of 7,750 results from failing to subtract beginning 
inventory. 

[33] Gleim #: 6.6.103 - Source: CMA 0408 2-076 

(Refers to Fact Pattern #9) 

Ignoring income taxes, the financing Tidwell will need in January to maintain the firm’s 
minimum cash balance is 

A. $8,000 

B. $10,600 

C. $11,000 

D. $23,000 

• Answer (A) is incorrect. The ending cash balance is $4,400. 

• Answer (B) is incorrect. The figure $10,600 is the actual amount of cash needed; 
loan must be in multiples of $1,000. 

• Answer (C) is correct Tidwell’s ending cash balance for January is calculated as 
follows: 



Beginning balance of cash $ 24,900 

Add: cash receipts 86,000 

Cash available $110,900 

Less: payments (106,500) 

Ending cash before borrowing $ 4,400 



To reach the minimum acceptable cash balance of $15,000, the company will need 
to borrow at least $10,600. Since loans are in multiples of $1,000, the borrowing 
must be rounded up to $1 1,000. 
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• Answer (D) is incorrect. The amount of $23,000 results from treating the non-cash 
depreciation expense as a cash payment. 

[35] Gleim #: 6.6.105 - Source: CMA 0408 2-051 

Swan Company is a maker of men’s slacks. The company would like to maintain 20,000 
yards of fabric in ending inventory. The beginning fabric inventory is expected to contain 
25,000 yards. The expected yards of fabric needed for sales is 90,000. Compute the yards 
of fabric that Swan needs to purchase. 

A. 85,000 

B. 90,000 

C. 95,000 

D. 135,000 

• Answer (A) is correct. Swan’s fabric purchase requirements can be calculated as 
follows: 



Needed for sales 90,000 

Add: ending inventory 20,000 

Less: beginning inventory (25,000) 

Total purchases 85,000 



• Answer (B) is incorrect. The figure of 90,000 yards is only the amount needed for 
current sales. 

• Answer (C) is incorrect. The figure of 95,000 yards results from improperly 
subtracting ending inventory and adding beginning inventory. 

• Answer (D) is incorrect. The figure of 135,000 yards results from improperly 
adding beginning inventory. 
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[36] Gleim #: 6.6.106 - Source: CMA 0408 2-052 

Manoli Gift Shop maintains a 35% gross profit percentage on sales and carries an ending 
inventory balance each month sufficient to support 30% of the next month’s expected 
sales. Anticipated sales for the fourth quarter are as follows: 

October $42,000 

November 58,000 

December 74,000 



What amount of goods should Manoli Gift Shop plan to purchase during the month of 
November? 

A. $40,820 

B. $51,220 

C. $52,130 

D. $62,800 

• Answer (A) is correct. Manoli’s sales and ending inventory requirements at cost 
can be calculated as follows: 





Projected 




Cost 


Sales 




Sales 




% 


At Cost 


October: 


$42,000 


X 


65% = 


$27,300 


November: 


58,000 


X 


65% = 


37,700 


December: 


74,000 


X 


65% = 


48,100 



November’s purchase requirements can now be determined: 



Needed for sales $37,700 

Add: required ending inventory ($48,100 x 30%) 14,430 

Less: projected beginning inventory ($37,700 x 30%) (11,310) 

Total purchases $40,820 



• Answer (B) is incorrect. The amount of $51,220 is based on selling prices instead 
of cost. 

• Answer (C) is incorrect. The amount of $52,130 results from failing to deduct the 
inventory already on hand. 

• Answer (D) is incorrect. The amount of $62,800 is based on selling prices instead 
of cost. 
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[37] Gleim #: 6.6.107 - Source: CMA 0408 2-053 

In preparing the direct material purchases budget for next quarter, the plant controller has 
the following information available: 



Budgeted unit sales 


2,000 


Pounds of materials per unit 


4 


Cost of materials per pound 


$3 


Pounds of materials on hand 


400 


Finished units on hand 


250 


Target ending units inventory 


325 


Target ending inventory of 




pounds of materials 


800 



How many pounds of materials must be purchased? 

A. 2,475 

B. 7,900 

C. 8,700 

D. 9,300 

• Answer (A) is incorrect. The figure of 2,475 results from using unit sales rather 
than pounds of raw material. 

• Answer (B) is incorrect. The figure of 7,900 results from failing to account for the 
800 pounds of target ending raw materials inventory. 

• Answer (C) is correct The calculation of pounds of raw material needed to be 
purchased is as follows: 



Budgeted unit sales 2,000 

Add: required finished goods ending inventory 325 

Less: beginning finished goods inventory (250) 

Required production 2 ,07 5 

Times: pounds per unit x 4 

Pounds required for production 8,300 

Add: target ending raw materials inventory 800 

Less: beginning raw materials inventory (400) 

Pounds to be purchased 8,700 



• Answer (D) is incorrect. The figure of 9,300 results from reversing the finished 
goods beginning and ending inventories. 
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[38] Gleim #: 6.6.108 - Source: CMA 0408 2-054 

Playtime Toys estimates that it will sell 200,000 dolls during the coming year. The 
beginning inventory is 12,000 dolls; the target ending inventory is 15,000 dolls. Each doll 
requires two shoes, which are purchased from an outside supplier. The beginning 
inventory of shoes is 20,000; the target ending inventory is 18,000 shoes. The number of 
shoes that should be purchased during the year is 

A. 396,000 

B. 398,000 

C. 402,000 

D. 404,000 

• Answer (A) is incorrect. The figure of 396,000 is based on sales instead of 
production. 

• Answer (B) is incorrect. The figure of 398,000 fails to include the beginning and 
target ending inventories of shoes already on dolls. 

• Answer (C) is incorrect. The figure of 402,000 is based on sales instead of 
production. 

• Answer (D) is correct. The calculation of the number of shoes that must be 
purchased is as follows: 



Shoes needed for dolls to be sold 
Less: beginning inventory of shoes on dolls 
Add: target ending inventory of shoes on dolls 
Less: beginning inventory of shoes 
Add: target ending inventory of shoes 



400.000 

(24.000) 

30.000 

( 20 . 000 ) 

18.000 

404.000 



Shoes to be purchased 
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[39] Gleim #: 6.6.109 - Source: CMA 0408 2-055 

Maker Distributors has a policy of maintaining inventory at 15% of the next month’s 
forecast sales. The cost of Maker’s merchandise averages 60% of the selling price. The 
inventory balance as of May 31 is $63,000, and the forecast dollar sales for the last seven 
months of the year are as follows: 



June 


$700,000 


July 


600,000 


August 


650,000 


September 


800,000 


October 


850,000 


November 


900,000 


December 


840,000 



What is the budgeted dollar amount of Maker’s purchases for July? 

A. $355,500 

B. $360,000 

C. $364,500 

D. $399,000 

• Answer (A) is incorrect. The amount of $355,500 results from adding beginning 
inventory and subtracting ending inventory. 

• Answer (B) is incorrect. The amount of $360,000 is July sales at cost without 
adjustment for beginning and ending inventories. 
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• Answer (C) is correct. Maker’s budgeted purchases for July are calculated as follows: 



Projected sales at retail 
Times: cost percentage 
Projected sales at cost: 

Projected sales at cost 
Target percentage 
Less: 15% of estimated sales 
Following month projected sales 
Cost percentage 
Following month sales at cost 
Target percentage 

Add: 15% of following month sales 
Projected purchases at cost 



$600,000 
x 60% 
$360,000 

$360,000 
x 15% 

(54,000) 

$650,000 
x 60% 

$390,000 
x 15% 

58,500 

$364,500 



• Answer (D) is incorrect. The amount of $399,000 is not budgeted dollar purchases for 
July. 



[Fact Pattern #10] 



Rokat Corporation is a manufacturer of 
tables sold to schools, restaurants, hotels, 
and other institutions. The table tops are 
manufactured by Rokat, but the table legs 
are purchased from an outside supplier. The 
Assembly Department takes a manufactured 
table top and attaches the four purchased 
table legs. It takes 20 minutes of labor to 
assemble a table. The company follows a 
policy of producing enough tables to ensure 
that 40% of next month’s sales are in the 
finished goods inventory. Rokat also 
purchases sufficient direct materials 
inventory to ensure that direct materials 
inventory is 60% of the following month’s 
scheduled production. 



Rokat’ s sales budget in units for the next 
quarter is as follows: 

July 2,300 

August 2,500 

September 2,100 

Rokat’ s ending inventories in units for 
June 30 are 

Finished goods 1,900 

Direct materials (legs) 4,000 
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[43] Gleim #: 6.6.113 - Source: CMA 695 3-14 

(Refers to Fact Pattern #10) 

The number of tables to be produced by Rokat during August is 

A. 1,400 tables. 

B. 2,340 tables. 

C. 1,440 tables. 

D. 1,900 tables. 

• Answer (A) is incorrect. The number of tables to be produced in July is 1,400. 

• Answer (B) is correct The company will need 2,500 finished units for August 
sales. In addition, 840 units (2,100 September unit sales x 40%) should be in 
inventory at the end of August. August sales plus the desired ending inventory 
equals 3,340 units. Of these units, 40% of August’s sales, or 1,000 units, should be 
available from beginning inventory. Consequently, production in August should be 
2,340 units. 

• Answer (C) is incorrect. The figure of 1,440 tables is based on July’s beginning 
inventory. 

• Answer (D) is incorrect. July’s beginning inventory equals 1,900 tables. 

[44] Gleim #: 6.6.114 - Source: CMA 695 3-15 

(Refers to Fact Pattern #10) 

Assume Rokat’ s required production for August and September is 1,600 and 1,800 units, 
respectively, and the July 31 direct materials inventory is 4,200 units. The number of 
table legs to be purchased in August is 

A. 6,520 legs. 

B. 9,400 legs. 

C. 2,200 legs. 

D. 6,400 legs. 

• Answer (A) is correct. The August production of 1,600 units will require 6,400 
table legs. September’s production of 1,800 units will require 7,200 table legs. 
Thus, inventory at the end of August should be 4,320 legs (7,200 legs x 60%). The 
total of legs needed during August is 10,720 (6,400 + 4,320), of which 4,200 are 
available from the July 31 ending inventory. The remaining 6,520 legs must be 
purchased during August. 

• Answer (B) is incorrect. The figure of 9,400 legs is based on an ending inventory 
of 100% of September’s production. 

• Answer (C) is incorrect. Failing to consider the legs needed for the ending 
inventory results in 2,200 legs. 
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• Answer (D) is incorrect. The amount needed for August production is 6,400 legs. 
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[1] Gleim #: 6.7.115 - Source: CMA 697 3-17 

Which one of the following statements regarding selling and administrative budgets is 
most accurate? 

A. Selling and administrative budgets are usually optional. 

B. Selling and administrative budgets are fixed in nature. 

C. Selling and administrative budgets are difficult to allocate by month and are best 
presented as one number for the entire year. 

D. Selling and administrative budgets need to be detailed in order that the key 
assumptions can be better understood. 

• Answer (A) is incorrect. Selling and administrative budgets are no more optional 
than any other component of the master budget. 

• Answer (B) is incorrect. Selling and administrative budgets have both variable and 
fixed components. 

• Answer (C) is incorrect. Selling and administrative budgets should be prepared on 
the same basis as the remainder of the budget, typically on at least a monthly basis. 

• Answer (D) is correct. Sales and administrative budgets are prepared after the sales 
budget. Like the other budgets, they constitute prospective information based on the 
preparer’s assumptions about conditions expected to exist and actions expected to 
be taken. 

[2] Gleim #: 6.7.116 - Source: CMA 696 3-7 

For the month of December, Crystal Clear Bottling expects to sell 12,500 cases of 
Cranberry Sparkling Water at $24.80 per case and 33,100 cases of Lemon Dream Cola at 
$32.00 per case. Sales personnel receive 6% commission on each case of Cranberry 
Sparkling Water and 8% commission on each case of Lemon Dream Cola. In order to 
receive a commission on a product, the sales personnel team must meet the individual 
product revenue quota. The sales quota for Cranberry Sparkling Water is $500,000, and 
the sales quota for Lemon Dream Cola is $1,000,000. The sales commission that should 
be budgeted for December is 

A. $4,736 

B. $82,152 

C. $84,736 

D. $103,336 

• Answer (A) is incorrect. The commission on $59,200 of Lemon sales is $4,736. 
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• Answer (B) is incorrect. The amount of $82,152 equals 6% of all sales. 

• Answer (C) is correct. The sale of 12,500 cases of Cranberry at $24.80 per case produces 
revenue of $310,000, an amount that does not qualify for commissions. The sale of 33,100 
cases of Lemon at $32 per case produces revenue of $1,059,200. This amount is greater 
than the minimum and therefore qualifies for a commission of $84,736 ($1,059,200 x 8%). 
This calculation assumes that commissions are paid on all sales if the revenue quota is met. 

• Answer (D) is incorrect. The amount of $103,336 assumes that a commission of $18,600 is 
paid on Cranberry. 

[ 3 ] Gleim #: 6 . 7.117 -- Source: Publisher 

Harvin Co. pays out sales commissions to its sales team in the month the company 
receives cash for payment. These commissions equal 5% of total (monthly) cash inflows 
as a result of sales. Harvin has budgeted sales of $300,000 for August, $400,000 for 
September, and $200,000 for October. Approximately half of all sales are on credit, and 
the other half are cash sales. Experience indicates that 70% of the budgeted credit sales 
will be collected in the month following the sale, 20% the month after that, and 10% of 
the sales will be uncollectible. Based on this information, what should be the total 
amount of sales commissions paid out by Harvin in the month of October? 

A. $8,500 

B. $13,500 

C. $17,000 

D. $22,000 

• Answer (A) is incorrect. Failure to consider the cash sales made during October 
results in $8,500. 

• Answer (B) is correct Cash sales for Harvin for the month of October are budgeted 
at $100,000 (half of $200,000 overall sales). Projections for collections of credit 
sales in August indicate that 20% will be cash inflows in October, or ($150,000 x 
20%) = $30,000. Projections for collections of credit sales in September indicate 
that 70% will be cash inflows in October, or ($200,000 x 70%) = $140,000. 
Therefore, total cash inflows projected for the month of October equal $100,000 + 
$30,000 + $140,000 = $270,000. Because sales commissions are set at 5% of 
monthly cash inflows, the sales commissions for October equal ($270,000 x 5%) = 
$13,500. 

• Answer (C) is incorrect. The amount of $17,000 is based on total sales for August 
and September rather than credit sales. 

• Answer (D) is incorrect. Using total sales rather than credit sales results in 

$22,000. 
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[Fact Pattern #1] 



Rokat Corporation is a manufacturer of 
tables sold to schools, restaurants, hotels, 
and other institutions. The table tops are 
manufactured by Rokat, but the table legs 
are purchased from an outside supplier. The 
Assembly Department takes a manufactured 
table top and attaches the four purchased 
table legs. It takes 20 minutes of labor to 
assemble a table. The company follows a 
policy of producing enough tables to ensure 
that 40% of next month’s sales are in the 
finished goods inventory. Rokat also 
purchases sufficient direct materials 
inventory to ensure that direct materials 
inventory is 60% of the following month’s 
scheduled production. 



Rokat’ s sales budget in units for the next 
quarter is as follows: 

July 2,300 

August 2,500 

September 2,100 

Rokat’ s ending inventories in units for 
June 30 are 

Finished goods 1,900 

Direct materials (legs) 4,000 



[5] Gleim #: 6.7.119 - Source: CMA 695 3-16 

(Refers to Fact Pattern #1) 

Assume that Rokat Corporation will produce 1,800 units in the month of September. 

How many employees will be required for the Assembly Department? (Fractional 
employees are acceptable since employees can be hired on a part-time basis. Assume a 
40-hour week and a 4-week month.) 

A. 15 employees. 

B. 3.75 employees. 

C. 60 employees. 

D. 600 employees. 

• Answer (A) is incorrect. This number of employees assumes production occurs in a 
single 40-hour week. 

• Answer (B) is correct Each unit requires 20 minutes of assembly time, or 1/3 of an 
hour. The assembly of 1,800 units will therefore require 600 hours of labor (1,800 x 
1/3). At 40 hours per week for 4 weeks, each employee will work 160 hours during 
the month. Thus, 3.75 employees (600 -f 160) are needed. 
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• Answer (C) is incorrect. This number of employees assumes that each leg requires 20 
minutes to assemble and that production occurs in a single 40-hour week. 

• Answer (D) is incorrect. This number of employees is the number of hours needed, not the 
number of employees. 



[Fact Pattern #2] 



Jordan Auto has developed the 
following production plan: 



Month 


Units 


January 


10,000 


February 


8,000 


March 


9,000 


April 


12,000 



Each unit contains 3 pounds of direct materials. The 
desired direct materials ending inventory each month 
is 120% of the next month’s production, plus 500 
pounds. (The beginning inventory meets this 
requirement.) Jordan has developed the following 
direct labor standards for production of these units: 

Department 1 Department 2 
Hours per unit 2.0 0.5 

Hourly rate $7.25 $12.00 



[6] Gleim #: 6.7.120 - Source: CMA 697 3-15 

(Refers to Fact Pattern #2) 

Jordan Auto’s total budgeted direct labor dollars for February usage should be 

A. $164,000 

B. $174,250 

C. $184,500 

D. $221,400 

• Answer (A) is correct. The standard unit labor cost is $20.50 [($7.25 x 2 hours in 
Department 1) + ($12 x .5 hour in Department 2)], so the total budgeted direct labor 
dollars for February equal $164,000 (8,000 units x $20.50). 

• Answer (B) is incorrect. The amount of $174,250 is for 500 more units than 
budgeted usage. 

• Answer (C) is incorrect. The amount for March is $184,500. 

• Answer (D) is incorrect. The amount of $221,400 is for 120% of budgeted March 
production. 
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[7] Gleim #: 6.7.121 - Source: CMA 684 4-26 

Each unit of Product XK-46 requires three direct labor hours. Employee benefit costs are 
treated as direct labor costs. Data on direct labor are 



Number of direct employees 25 

Weekly productive hours per employee 35 

Estimated weekly wages per employee $245 

Employee benefits (related to weekly wages) 25% 



The standard direct labor cost per unit of Product XK-46 is 

A. $21.00 

B. $26.25 

C. $29.40 

D. $36.75 

• Answer (A) is incorrect. The amount of $21.00 excludes employee benefits. 

• Answer (B) is correct The standard direct labor unit cost equals 3 hours times the 
cost per DLH. This amount is determined by adding employee benefits to weekly 
wages and dividing by hours per week. 



Weekly wages 


$245.00 


Add: benefits ($245 x .25) 


61.25 


Weekly total compensation 


$306.25 


Divided by: hours/week 


4 - 35 


Cost per DL hour 


$ 8.75 


Times: DL hours per unit 


x 3 


Unit DL cost 


$ 26.25 



• Answer (C) is incorrect. Using employee benefits as 40%, not 25%, of weekly 
wages results in $29.40. 

• Answer (D) is incorrect- Dividing weekly wages plus benefits by 25 employees 
instead of 35 weekly productive hours per employee results in $36.75. 
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[8] Gleim #: 6 . 7.122 — Source: Publisher 

For the month of June, Wilder Cherry Company expects to sell 12,500 cases of small 
cherries at $25 per case and 33,000 cases of large cherries at $32 per case. Sales 
personnel receive a 6% commission on each case of small cherries and an 8% 
commission on each case of large cherries. To receive a commission on a product, the 
sales personnel team must meet the individual product revenue quota. The sales quotas 
for small cherries and large cherries are $500,000 and $1 million, respectively. What are 
the sales commissions budgeted for June? 

A. $109,440 

B. $84,480 

C. $82,110 

D. $4,480 

• Answer (A) is incorrect. The amount of $109,440 assumes that an 8% commission 
was paid on all sales. 

• Answer (B) is correct The sale of 12,500 cases of small cherries at $25 per case 
produces revenue of $312,500. Because this amount is below the $500,000 
minimum, no commissions should be budgeted for small cherries. The sale of 
33,000 cases of large cherries at $32 per case produces revenue of $1,056,000. This 
amount is greater than the $1 million minimum and therefore qualifies for a 
commission of $84,480 ($1,056,000 x 8%). The problem did not state that a 
commission would be paid only on amounts exceeding the minimum. Hence, all 
sales qualify once the minimum is reached. 

• Answer (C) is incorrect. The amount of $82,1 10 is based on a 6% commission on 
all sales. 

• Answer (D) is incorrect. The commission on the $56,000 of large cherries sales in 
excess of the minimum is $4,480. 
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[19] Gleim #: 6.7.133 - Source: CMA 0408 2-049 

Peterson’s Planters, Inc., budgeted the following amounts for the coming year: 



Beginning inventory, finished goods $ 10,000 

Cost of goods sold 400,000 

Direct material used in production 100,000 

Ending inventory, finished goods 25,000 

Beginning and ending work- in-process inventory 0 



Overhead is estimated to be two times the amount of direct labor dollars. The amount that 
should be budgeted for direct labor for the coming year is 

A. $315,000 

B. $210,000 

C. $157,500 

D. $105,000 

• Answer (A) is incorrect. The amount of $315,000 is labor plus overhead. 

• Answer (B) is incorrect. The amount of $210,000 is overhead. 

• Answer (C) is incorrect. The amount of $157,500 results from treating overhead as 
equal to labor. 

• Answer (D) is correct. Peterson’s cost of goods manufactured can be calculated as 
follows: 



Cost of goods sold $400,000 

Add: ending finished goods inventory 25,000 

Goods available for sale $425,000 

Less: beg. finished goods inventory (10,000) 

Cost of goods manufactured $415,000 



The $415,000 is composed of materials ($100,000), direct labor, and overhead. 
Therefore, labor plus overhead equals $315,000. Since overhead is two times labor, 
the calculation would be DL + 2DL = $315,000, or DL = $105,000. 
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[20] Gleim #: 6.7.134 - Source: CMA 0408 2-056 

The pro forma statement of employee benefit costs, a budget schedule that is prepared as 

part of an organization’s annual profit plan, would include costs related to 

A. Employees’ gross wages and salaries and the related company-paid benefits. 

B. Employees’ net wages and salaries and the related company-paid benefits. 

C. All payroll-related deductions withheld from employees and company-paid benefits. 

D. Company-paid benefits and company-paid payroll taxes. 

• Answer (A) is incorrect. Employees’ gross wages are included in the direct labor 
budget. 

• Answer (B) is incorrect. Employees’ net wages are included in the direct labor 
budget. 

• Answer (C) is incorrect. Payroll deductions withheld are forwarded to the federal 
government; they are not expenses of the firm. 

• Answer (D) is correct. The pro forma statement of employee benefit costs reports 
those personnel-related costs that are not included in direct labor, i.e., company-paid 
benefits and company -paid payroll taxes. 

[21] Gleim #: 6.7.135 - Source: CMA 0408 2-057 

A company that manufactures furniture is establishing its budget for the upcoming year. 

All of the following items would appear in the overhead budget except for the 

A. Overtime paid to the workers who perform production scheduling. 

B. Cost of glue used to secure the attachment of the legs to the tables. 

C. Fringe benefits paid to the production supervisor. 

D. Freight charges paid for the delivery of raw materials to the company. 

• Answer (A) is incorrect. Wages paid to production scheduling personnel are a 
component of indirect labor. 

• Answer (B) is incorrect. Glue is treated as an indirect material. 

• Answer (C) is incorrect. Fringe benefits paid to the production supervisor are a 
component of indirect labor. 

• Answer (D) is correct. Freight charges for raw materials delivery are included in 
the costs of direct materials. 
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[22] Gleim #: 6.7.136 - Source: CMA 0408 2-059 

All of the following would appear on a projected schedule of cost of goods manufactured 
except for 

A. Ending work-in-process inventory. 

B. Beginning finished goods inventory. 

C. The cost of raw materials used. 

D. Applied manufacturing overhead. 

• Answer (A) is incorrect. Ending work-in-process inventory is a component of cost 
of goods manufactured. 

• Answer (B) is correct Beginning finished goods inventory is a component of cost 
of goods sold, not cost of goods manufactured. 

• Answer (C) is incorrect. Raw materials, whether they are consumed as direct or 
indirect materials, are a component of cost of goods manufactured. 

• Answer (D) is incorrect. Manufacturing overhead is a component of cost of goods 
manufactured. 
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[23] Gleim #: 6.7.137 - Source: CMA 0408 2-061 

Tut Company’s selling and administrative costs for the month of August, when it sold 
20,000 units, were as follows. 



Variable costs 
Step costs 
Fixed costs 
Total selling and 
administrative costs 



Costs 

Per Unit Total 

$18.60 $372,000 

4.25 85,000 

8.80 176,000 

$31.65 $633,000 



The variable costs represent sales commissions paid at the rate of 6.2% of sales. The step 
costs depend on the number of salespersons employed by the company. In August there 
were 17 persons on the sales force. However, two members have taken early retirement 
effective August 31. It is anticipated that these positions will remain vacant for several 
months. Total fixed costs are unchanged within a relevant range of 15,000 to 30,000 units 
per month. Tut is planning a sales price cut of 10%, which it expects will increase sales 
volume to 24,000 units per month. If Tut implements the sales price reduction, the total 
budgeted selling and administrative costs for the month of September would be 

A. $652,760 

B. $679,760 

C. $714,960 

D. $759,600 

• Answer (A) is correct. If the $372,000 of variable cost is 6.2% of sales, then sales 
were $6,000,000. Current unit price must be $300 ($6,000,000 total sales -r 20,000 
units). A 10% price cut will lower it to $270 ($300 x 90%), leading to total 
projected sales after the price cut of $6,480,000 (24,000 x $270). The sales 
commissions on that level of sales will be $401,760 ($6,480,000 x 6.2%). Because 
two salespersons will be gone in September, the step costs will be reduced to 
$75,000 [$85,000 x (15 -t- 17)]. Fixed costs remain at $176,000. Total anticipated 
S&A costs for September are therefore $652,760 ($401,760 + $75,000 + $176,000). 

• Answer (B) is incorrect. The amount of $679,760 results from adding two 
salespersons instead of subtracting them. 

• Answer (C) is incorrect. The amount of $714,960 is based on the old unit figures 
for step costs and overhead. 

• Answer (D) is incorrect. The amount of $759,600 is based on the unit cost for 
August without considering any of the proposed changes. 
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[1] Gleim #: 6.8.138 - Source: CMA 695 3-17 

Which one of the following is the best characteristic concerning the capital budget? The 
capital budget is a(n) 

A. Plan to ensure that there are sufficient funds available for the operating needs of the 
company. 

B. Exercise that sets the long-range goals of the company including the consideration 
of external influences caused by others in the market. 

C. Plan that results in the cash requirements during the operating cycle. 

D. Plan that assesses the long-term needs of the company for plant and equipment 
purchases. 

• Answer (A) is incorrect. Capital budgeting involves long-term investment needs, 
not immediate operating needs. 

• Answer (B) is incorrect. Establishing long-term goals in the context of relevant 
factors in the firm’s environment is strategic planning. 

• Answer (C) is incorrect. Cash budgeting determines operating cash flows. Capital 
budgeting evaluates the rate of return on specific investment alternatives. 

• Answer (D) is correct. Capital budgeting is the process of planning expenditures for 
long-lived assets. It involves choosing among investment proposals using a ranking 
procedure. Evaluations are based on various measures involving the rate of ROI. 

[2] Gleim #: 6.8.139 - Source: CMA 1296 3-20 

Which one of the following items would have to be included for a company preparing a 
schedule of cash receipts and disbursements for calendar Year 1? 

A. A purchase order issued in December Year 1 for items to be delivered in February 
Year 2. 

B. Dividends declared in November Year 1 to be paid in January Year 2 to 
shareholders of record as of December Year 1. 

C. The amount of uncollectible customer accounts for Year 1. 

D. The borrowing of funds from a bank on a note payable taken out in June Year 1 
with an agreement to pay the principal and interest in June Year 2. 

• Answer (A) is incorrect. The cash disbursement presumably will not occur until 
Year 2. 

• Answer (B) is incorrect. The cash flow will not occur until dividends are paid in 
Year 2. 

• Answer (C) is incorrect. Bad debt expense is a noncash item. 
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• Answer (D) is correct A schedule of cash receipts and disbursements (cash budget) should 
include all cash inflows and outflows during the period without regard to the accrual 
accounting treatment of the transactions. Hence, it should include all checks written and all 
sources of cash, including borrowings. A borrowing from a bank in June Year 1 should 
appear as a cash receipt for Year 1. 

[3] Gleim #: 6.8.140 - Source: CMA 691 3-4 

DeBerg Company has developed the following sales projections for the calendar year. 



May 


$100,000 


June 


120,000 


July 


140,000 


August 


160,000 


September 


150,000 


October 


130,000 



Normal cash collection experience has been that 50% of sales are collected during the 
month of sale and 45% in the month following sale. The remaining 5% of sales is never 
collected. DeBerg’ s budgeted cash collections for the third calendar quarter are 

A. $427,500 

B. $422,500 

C. $414,000 

D. $450,000 

• Answer (A) is incorrect. The total cash expected to be collected from third calendar 
quarter sales is $427,500. 

• Answer (B) is incorrect. The budgeted cash collections for August through 
October, not the third calendar quarter, is $422,500. 

• Answer (C) is correct If 50% of sales are collected in the month of sale and 45% in 
the next month, with the balance uncollectible, collections during the third quarter 
will be based on sales during June, July, August, and September. As calculated 
below, total budgeted collections are $414,000. 



June: 


$120,000x45% 




= $ 54,000 


July: 


140,000 x (50% 


+ 45%) 


= 133,000 


August: 


160,000 x (50% 


+ 45%) 


= 152,000 


September: 


150,000 x 50% 




= 75,000 


Total 






$414,000 
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• Answer (D) is incorrect. The total budgeted sales for the third calendar quarter is 
$450,000. 

[4] Gleim #: 6.8.141 - Source: CMA 696 3-6 

The cash receipts budget includes 

A. Funded depreciation. 

B. Operating supplies. 

C. Extinguishment of debt. 

D. Loan proceeds. 

• Answer (A) is incorrect. Funded depreciation involves cash outlays. 

• Answer (B) is incorrect. Purchases of supplies involves cash outlays. 

• Answer (C) is incorrect. The extinguishment of debt involves cash outlays. 

• Answer (D) is correct. A cash budget may be prepared monthly or even weekly to 
facilitate cash planning and control. The purpose is to anticipate cash needs while 
minimizing the amount of idle cash. The cash receipts section of the budget 
includes all sources of cash. One such source is the proceeds of loans. 

[5] Gleim #: 6.8.142 - Source: CMA 696 3-9 

Trumbull Company budgeted sales on account of $120,000 for July, $211,000 for 
August, and $198,000 for September. Collection experience indicates that 60% of the 
budgeted sales will be collected the month after the sale, 36% will be collected the 
second month, and 4% will be uncollectible. The cash receipts from accounts receivable 
that should be budgeted for September would be 

A. $169,800 

B. $147,960 

C. $197,880 

D. $194,760 

• Answer (A) is correct. The budgeted cash collections for September are $169,800 
[($120,000 July sales x 36%) + ($211,000 August sales x 60%)]. 

• Answer (B) is incorrect. Reversing the percentages for July and August results in 
$147,960. 

• Answer (C) is incorrect. Using the wrong months (August and September) and 
reversing the percentages results in $197,880. 
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• Answer (D) is incorrect. The amount of $194,760 assumes collections were for August and 
September. 

[6] Gleim #: 6.8.143 - Source: CMA 696 3-8 

The cash budget must be prepared before completing the 

A. Capital expenditure budget. 

B. Sales budget. 

C. Forecasted balance sheet. 

D. Production budget. 

• Answer (A) is incorrect. The capital expenditure budget is an input necessary for 
the preparation of a cash budget. 

• Answer (B) is incorrect. The sales budget is usually the first budget prepared. 

• Answer (C) is correct The pro forma balance sheet is the balance sheet for the 
beginning of the period updated for projected changes in cash, receivables, 
inventories, payables, etc. Accordingly, it cannot be prepared until after the cash 
budget is completed because cash is a current asset reported on the balance sheet. 

• Answer (D) is incorrect. A production budget is normally prepared before the cash 
budget is started. 
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[Fact Pattern #1] 



Historically, Pine Hill Wood Products has had 
no significant bad debt experience with its 
customers. Cash sales have accounted for 10% 
of total sales, and payments for credit sales 
have been received as follows: 

40% of credit sales in the month of the sale 

30% of credit sales in the first subsequent 
month 

25% of credit sales in the second subsequent 
month 

5% of credit sales in the third subsequent 
month 



The forecast for both cash and credit sales 
is as follows: 



Month 


Sales 


January 


$95,000 


February 


65,000 


March 


70,000 


April 


80,000 


May 


85,000 



[7] Gleim #: 6.8.144 - Source: CMA 697 3-18 

(Refers to Fact Pattern #1) 

What is the forecasted cash inflow for Pine Hill Wood Products for May? 

A. $70,875 

B. $76,500 

C. $79,375 

D. $83,650 

• Answer (A) is incorrect. The amount of $70,875 omits May cash sales. 

• Answer (B) is incorrect. May credit sales equals $76,500. 

• Answer (C) is correct The cash inflows for May will come from May cash sales of 
$8,500 ($85,000 x 10%), May credit sales of $30,600 ($85,000 x 90% x 40%), 
April sales of $21,600 ($80,000 x 30% x 90%), March sales of $15,750 ($70,000 x 
25% x 90%), and February sales of $2,925 ($65,000 x 5% x 90%). The total is 
$79,375. 

• Answer (D) is incorrect. The amount of $83,650 includes 5% of January’s credit 
sales. 
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[8] Gleim #: 6.8.145 - Source: CMA 697 3-19 

(Refers to Fact Pattern #1) 

Due to deteriorating economic conditions, Pine Hill Wood Products has now decided that 
its cash forecast should include a bad debt adjustment of 2% of credit sales, beginning 
with sales for the month of April. The 5% collection in the fourth month should be 
reduced to reflect the bad debt. Because of this policy change, the total expected cash 
inflow in April related to sales made in April will 

A. Be unchanged. 

B. Decrease by $1,260.00. 

C. Decrease by $1,440.00. 

D. Decrease by $1,530.00. 

• Answer (A) is correct. The estimated collections in July related to April credit sales 
will be reduced by $1,440. Estimated collections in the month of the sale will be 
unchanged. 

• Answer (B) is incorrect. The amount of $1,260 is 2% of March credit sales. 

• Answer (C) is incorrect. The collections in July related to April credit sales will be 
reduced by $1,440. 

• Answer (D) is incorrect. The amount of $1,530 is 2% of May credit sales. 
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[Fact Pattern #2] 

Birch Corporation has the following historical pattern on its credit sales: 



• 70% collected in month of sale 

• 15% collected in the first month after sale 

• 10% collected in the second month after sale 

• 4% collected in the third month after sale 

• 1% uncollectible 

The sales on open account have been budgeted for the first 6 months of the year as follows: 



January 

February 

March 

April 

May 

June 



$ 70,000 
90,000 
100,000 
120,000 
100,000 
90,000 



[9] Gleim #: 6.8.146 - Source: CMA 1289 4-24 

(Refers to Fact Pattern #2) 

Birch’s estimated total cash collections during April from accounts receivable are 



A. $84,000 

B. $110,800 

C. $118,800 

D. $108,000 



• Answer (A) is incorrect. Estimated collections from April sales only equals 
$84,000. 

• Answer (B) is correct The estimated April collections are $1 10,800. 



70% of April sales of $120,000 
15% of March sales of $100,000 
10% of February sales of $90,000 
4% of January sales of $70,000 
Total collections 



= $ 84,000 

= 15,000 

= 9,000 

= 2,800 

$110,800 



• Answer (C) is incorrect. The amount of $1 18,800 is 99% of April sales. 
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• Answer (D) is incorrect. The amount of $108,000 does not include the estimated 
collections in April from January sales. 

[10] Gleim #: 6.8.147 - Source: CMA 1289 4-25 

(Refers to Fact Pattern #2) 

Birch’s estimated total cash collections during the second calendar quarter from sales 

made on open account during the second calendar quarter are 

A. $262,000 

B. $288,800 

C. $306,900 

D. $310,000 

• Answer (A) is correct. The second calendar quarter consists of April, May, and 
June. For April’s sales of $120,000, collections should be 95% (70% + 15% + 

10%), or $1 14,000. For May’s sales of $100,000, collections should be 85% (70% + 
15%), or $85,000. For June’s sales of $90,000, collections should be 70%, or 
$63,000. The quarterly total is $262,000 ($1 14,000 + $85,000 + $63,000). 

• Answer (B) is incorrect. The amount of $288,800 includes cash collections from 
sales made during the first calendar quarter. 

• Answer (C) is incorrect. The amount of $306,900 is 99% of the total sales made 
during the second calendar quarter. It is the amount estimated to be collected during 
the calendar year, not just the second quarter. 

• Answer (D) is incorrect. The total sales budgeted for the second calendar year is 
$310,000. 

[16] Gleim #: 6.8.153 - Source: CMA 693 3-10 

A firm develops an annual cash budget in order to 

A. Support the preparation of its cash flow statement for the annual report. 

B. Ascertain which capital expenditure projects are feasible and which capital 
expenditure projects should be deferred. 

C. Determine the opportunity costs of alternative sales and production strategies. 

D. Avoid the opportunity costs of noninvested excess cash and minimize the cost of 
interim financing. 

• Answer (A) is incorrect. The cash flow statement is based on actual results, not 
budgeted figures. 
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• Answer (B) is incorrect. A cash budget may facilitate decisions regarding deferral of 
capital projects; the budget does not ascertain which projects are feasible. The budget 
provides the total liquidity available for projects. 

• Answer (C) is incorrect. Cash budgets do not determine opportunity costs. 

• Answer (D) is correct The cash budget is perhaps the most important part of a company’s 
budget program. A cash budget facilitates planning for loans and other financing. 
Conversely, a firm should plan how to invest temporary surpluses of cash. A cash budget is 
particularly valuable in seasonal businesses in which a few months of revenues must be 
matched with 12 months of costs. Because a temporary shortage of cash may drive an 
otherwise financially sound organization into bankruptcy, proper planning can prevent 
financial embarrassment. 



[Fact Pattern #3] 

Super Drive, a computer disk storage and back-up company, uses accrual accounting. The 
company’s Statement of Financial Position for the year ended November 30 is as follows: 



Super Drive 

Statement of Financial Position 
as of November 30 



Assets 



Liabilities and Stockholders’ Equity 



Cash 

Accounts receivable, net 
Inventory 

Property, plant, and equipment 
Total assets 



$ 52,000 Accounts payable $ 175,000 

150.000 Common stock 900,000 

315.000 Retained earnings 442,000 

1,000,000 Total liabilities and 

$1,517,000 stockholders’ equity $1,517,000 



Additional information regarding Super Drive’s operations include the following: 



• Sales are budgeted at $520,000 for December and $500,000 for January of the next year. 

• Collections are expected to be 60% in the month of sale and 40% in the month following 
the sale. 

• Eighty percent of the disk drive components are purchased in the month prior to the 
month of sale, and 20% are purchased in the month of sale. Purchased components are 
40% of the cost of goods sold. 

• Payment for the components is made in the month following the purchase. 

• Cost of goods sold is 80% of sales. 
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[19] Gleim #: 6.8.156 - Source: CMA 1294 3-7 

(Refers to Fact Pattern #3) 

Super Drive’s budgeted cash collections for the month of December are 

A. $208,000 

B. $520,000 

C. $402,000 

D. $462,000 

• Answer (A) is incorrect. The amount of $208,000 equals 40% of December sales. 

• Answer (B) is incorrect. Total sales are not collected in the month of sale. 

• Answer (C) is incorrect. The amount of $402,000 represents only 60% of 
receivables but 100% of receivables will be collected. 

• Answer (D) is correct. Collections are expected to be 60% in the month of sale and 
40% in the month following the sale. Thus, collections in December consist of the 
$150,000 of receivables at November 30, plus 60% of December sales. Total 
collections are therefore $462,000 [$150,000 + ($520,000 x 60%)]. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 10 



Gleim CMA Test Prep: Part 1 : Financial Planning, Performance, and Control 

(30 questions) 



[Fact Pattern #4] 

Kelly Company is a retail sporting goods store that uses accrual accounting for its records. 

Facts regarding Kelly’s operations are as follows: 

• Sales are budgeted at $220,000 for December Year 1 and $200,000 for January Year 2. 

• Collections are expected to be 60% in the month of sale and 38% in the month following 
the sale. 

• Gross margin is 25% of sales. 

• A total of 80% of the merchandise held for resale is purchased in the month prior to the 
month of sale and 20% is purchased in the month of sale. Payment for merchandise is 
made in the month following the purchase. 

• Other expected monthly expenses to be paid in cash are $22,600. 

• Annual depreciation is $216,000. 

Below is Kelly Company’s statement of financial position at November 30, Year 1. 



Assets 

Cash $ 22,000 

Accounts receivable (net of $4,000 
allowance for uncollectible accounts) 76,000 

Inventory 132,000 

Property, plant, and equipment (net of 
$680,000 accumulated depreciation) 870,000 

Total assets $1,100,000 



Liabilities and Stockholders’ Equity 

Accounts payable $ 162,000 

Common stock 800,000 

Retained earnings 138,000 

Total liabilities and stockholders’ equity $1,100,000 



[20] Gleim #: 6.8.157 - Source: CMA 1283 4-22 

(Refers to Fact Pattern #4) 

Kelly’s budgeted cash collections for December Year 1 are 



A. $208,000 

B. $132,000 

C. $203,600 

D. $212,000 
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• Answer (A) is correct. Since collections are 60% of the current month’s sales and 38% 
of the previous month’s sales, total collections should be 



• Answer (B) is incorrect. The amount of $132,000 does not include accounts receivable. 

• Answer (C) is incorrect. The budgeted cash collections for January Year 2 equals 
$203,600. 

• Answer (D) is incorrect. The amount of $212,000 includes the $4,000 allowance for 
uncollectible accounts. 



[Fact Pattern #5] 

Esplanade Company has the following historical pattern for its credit sales: 

• 70% collected in month of sale 

• 15% collected in the first month after sale 

• 10% collected in the second month after sale 

• 4% collected in the third month after sale 

• 1% uncollectible 

The sales on open account have been budgeted for the last 6 months of the year as shown 
below: 

July $ 60,000 

August 70,000 

September 80,000 

October 90,000 

November 100,000 

December 85,000 



December sales of $220,000 x 60% 



Accounts receivable 



Budgeted cash collections 



$ 76,000 
132,000 
$208,000 
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[21] Gleim #: 6.8.158 - Source: CMA 692 3-27 

(Refers to Fact Pattern #5) 

Esplanade’s estimated total cash collections during October from accounts receivable are 

A. $63,000 

B. $84,400 

C. $86,700 

D. $21,400 

• Answer (A) is incorrect. October collections from October sales only equals 
$63,000. 

• Answer (B) is correct During October, collections will be received from sales 
made in October, September, August, and July. 



Month 


Sales 




Percentage 


Collections 


October 


$90,000 


X 


70% 


$63,000 


September 


80,000 


X 


15% 


12,000 


August 


70,000 


X 


10% 


7,000 


July 


60,000 


X 


4% 


2,400 



Total collections $84,400 



• Answer (C) is incorrect. The estimated total cash collections during December is 
$86,700. 

• Answer (D) is incorrect. The amount of $21,400 will be the collections from sales 
made in previous months. 

[22] Gleim #: 6.8.159 - Source: CMA 692 3-28 

(Refers to Fact Pattern #5) 

Esplanade’s estimated total cash collections during the fourth calendar quarter from sales 
made on open account during the fourth calendar quarter are 

A. $170,500 

B. $275,000 

C. $230,000 

D. $251,400 

• Answer (A) is incorrect. The collections of October and November sales equals 
$170,500. 

• Answer (B) is incorrect. The total sales for the quarter equals $275,000. 
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• Answer (C) is correct. For October sales, collections will be 70% in October, 15% in 
November, and 10% in December, a total of 95%. For November sales, collections will be 
70% in November and 15% in December, a total of 85%. Collections on December sales 
will be 70%. 



Month 


Sales 




Percentage 


Collections 


October 


$90,000 


X 


95% 


$85,500 


November 


100,000 


X 


85% 


85,000 


December 


85,000 


X 


70% 


59,500 


Total collections 






$230,000 



• Answer (D) is incorrect. The amount of $251,400 includes sales made prior to the 4th 
quarter. 



[Fact Pattern #6] 

Information pertaining to Noskey Corporation’s sales revenue is presented in the following 
table: 



Cash sales 
Credit sales 
Total sales 



November 
Year 1 
(Actual) 

$ 80,000 

240,000 
$320,000 



December 
Year 1 
(Budget) 
$100,000 

360,000 
$460,000 



January 
Year 2 
(Budget) 

$ 60,000 

180,000 
$240,000 



Management estimates that 5% of credit sales are uncollectible. Of the credit sales that are 
collectible, 60% are collected in the month of sale and the remainder in the month following 
the sale. Purchases of inventory are equal to next month’s sales, and gross profit margin is 
30%. All purchases of inventory are on account; 25% are paid in the month of purchase, and 
the remainder are paid in the month following the purchase. 
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[23] Gleim #: 6.8.160 - Source: CMA 1291 3-23 

(Refers to Fact Pattern #6) 

Noskey Corporation’s budgeted cash collections in December Year 1 from November 

Year 1 credit sales are 

A. $84,000 

B. $136,800 

C. $228,000 

D. $91,200 

• Answer (A) is incorrect. The amount of $84,000 is 35% of November credit sales, 
which incorrectly assumes uncollectible sales are 5%, cash collected in the month of 
sale is 60%, and cash collected in the month following the sale is 35%. 

• Answer (B) is incorrect. The budgeted cash collections in November from 
November sales is $136,800. 

• Answer (C) is incorrect. The total expected to be collected in November and 
December from November sales is $228,000. 

• Answer (D) is correct. November credit sales were $240,000. Of this amount, 
$12,000 ($240,000 x 5%) will likely be written off. Given that 60% of the 
remaining credit sales are collected in the month of sale, 40% will be collected in 
the following month. Thus, December’s expected cash collections are $91,200 
[($240,000 - $12,000) x 40%]. 

[24] Gleim #: 6.8.161 - Source: CMA 1291 3-24 

(Refers to Fact Pattern #6) 

Noskey Corporation’s budgeted total cash receipts in January Year 2 are 

A. $240,000 

B. $294,000 

C. $299,400 

D. $239,400 

• Answer (A) is incorrect. Total cash and credit sales for January is $240,000. 

• Answer (B) is incorrect. The amount of $294,000 incorrectly assumes that 
uncollectible sales are 5%, cash collected in the month of sale is 60%, and cash 
collected in the month following the sale is 35%. 
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• Answer (C) is correct. Collections during January will consist of 40% of December’s 
collectible credit sales, 60% of January’s collectible credit sales, and cash sales for January. 
The January collections of December sales are expected to be $136,800 ($360,000 x 40% x 
95%). The January collections of January credit sales are expected to be $102,600 
($180,000 x 60% x 95%). Given January cash sales of $60,000, total budgeted cash 
receipts for January are $299,400 ($136,800 + $102,600 + $60,000). 

• Answer (D) is incorrect. The amount of $239,400 does not include cash from January cash 
sales. 

[26] Gleim #: 6.8.163 - Source: CMA 0408 2-062 

Granite Company sells products exclusively on account and has experienced the 
following collection pattern: 60% in the month of sale, 25% in the month after sale, and 
15% in the second month after sale. Uncollectible accounts are negligible. Customers 
who pay in the month of sale are given a 2% discount. If sales are $220,000 in January, 
$200,000 in February, $280,000 in March, and $260,000 in April, Granite’s accounts 
receivable balance on May 1 will be 

A. $107,120 

B. $143,920 

C. $146,000 

D. $204,000 

• Answer (A) is incorrect. The amount of $107,120 is based on the wrong 
percentages. 

• Answer (B) is incorrect. The amount of $143,920 is based on the wrong 
percentages. 

• Answer (C) is correct Granite’s sales and collections activity can be calculated as 
follows: 



Collections 





Sales 


January 


February 


March 


April 


January 


$220,000 


$132,000 


$55,000 


$33,000 




February 


200,000 




120,000 


50,000 


$ 30,000 


March 


280,000 






168,000 


70,000 


April 


260,000 








156,000 




$960,000 


$132,000 


$175,000 


$251,000 


$256,000 



Total collections for the period were $814,000 ($132,000 + $175,000 + $251,000 + 
256,000), leaving a balance in accounts receivable on May 1 of $146,000 (960,000 
a€“ $814,000). This total is composed of $104,000 from April sales and $42,000 
(15%) of March sales. 

• Answer (D) is incorrect. The amount of $204,000 is based on the wrong 
percentages. 
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[27] Gleim #: 6.8.164 - Source: CMA 0408 2-063 

The controller of Nottingham Stores has asked a staff accountant to prepare detailed 
reports that summarize the firm’s cash flows for the upcoming accounting period and 
cash position at the end of the period. Accordingly, the controller has requested 
preparation of a cash budget, a pro-forma statement of cash flows, a detailed listing of 
cash collections from customers, and a detailed listing of cash payments for merchandise 
purchases. 

Which one of the following correctly identifies the first and last document to be prepared 
by the accountant? 





First Document 


Last Document 


A. 


Listing of cash 
collections 


Pro-forma statement of cash flows 


B. 


Listing of cash 
collections 


Cash budget 


C. 


Cash budget 


Either the listing of cash collections 
or listing of cash payments, the order 
of which is unimportant 


D. 


Listing of cash 
payments 


Either the pro-forma statement of 
cash flows or the cash budget, the 



order of which is unimportant 

• Answer (A) is correct. The listing of cash collections must be prepared first, since 
cash must be collected before it can be spent. The pro forma statement of cash flows 
is the culmination of the entire budgeting process. 

• Answer (B) is incorrect. The cash budget must precede the pro forma statement of 
cash flows. 

• Answer (C) is incorrect. The listings of cash collections and payments must 
precede the cash budget. 

• Answer (D) is incorrect. The pro forma statement of cash flows cannot be prepared 
until the cash budget is complete. 
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[28] Gleim #: 6.8.165 - Source: CMA 0408 2-064 

Myers Company uses a calendar year and prepares a cash budget for each month of the 
year. Which one of the following items should be considered when developing July’s 
cash budget? 

A. Federal income tax and Social Security tax withheld from employees’ June 
paychecks to be remitted to the Internal Revenue Service in July. 

B. Quarterly cash dividends scheduled to be declared on July 15 and paid on August 6 
to shareholders of record as of July 25. 

C. Property taxes levied in the last calendar year scheduled to be paid quarterly in the 
coming year during the last month of each calendar quarter. 

D. Recognition that 0.5% of the July sales on account will be uncollectible. 

• Answer (A) is correct. Withholding amounts that must be forwarded to the federal 
government represent cash collections that must be disbursed. They would therefore 
be included in the cash budget for the month of disbursement. 

• Answer (B) is incorrect. The cash disbursement for the dividends will not be made 
until August. 

• Answer (C) is incorrect. The property tax remittances will not be made until 
September. 

• Answer (D) is incorrect. Uncollectible accounts do not involve a cash outlay. 



Historical trends indicate that 40% of sales are collected during the month of sale, 50% 
are collected in the month following the sale, and 10% are collected two months after the 
sale. Brown’s accounts receivable balance as of December 31 totals $80,000 ($72,000 
from December’s sales and $8,000 from November’s sales). The amount of cash Brown 
can expect to collect during the month of January is 



[29] Gleim #: 6.8.166 - Source: CMA 0408 2-065 



Brown Company estimates that monthly sales will be as follows: 



January 

February 

March 



$100,000 

150.000 

180.000 



A. $76,800 

B. $84,000 

C. $108,000 

D. $133,000 
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• Answer (A) is incorrect. The amount of $76,800 results from treating the amounts given 
for previous months as total sales instead of remaining receivables. 

• Answer (B) is incorrect. The amount of $84,000 results from miscalculating the 
receivables from previous months. 

• Answer (C) is correct. The amount collected in January on January sales will be 
$40,000 ($100,000 x 40%). The $72,000 balance in receivables from December sales 
represents 60% (50% + 10%) of that month’s total. Since the total December sales were 
$120,000 ($72,000 -f 60%), the amount expected to be collected in January is $60,000 
($120,000 x 50%). The $8,000 balance from November represents all the remaining 
expected collections from that month’s sales. Thus, total January collections on 
receivables are expected to be $108,000 ($40,000 + $60,000 + $8,000). 

• Answer (D) is incorrect. The amount of $133,000 results from using the complement of 
the collection percentages. 
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[30] Gleim #: 6.8.167 - Source: CMA 0408 2-067 

Bootstrap Corporation anticipates the following sales during the last 6 months of the 
year: 



July 

August 

September 

October 

November 

December 



$460,000 

500.000 

525.000 

500.000 

480.000 

450.000 



20% of Bootstrap’s sales are for cash. The balance is subject to the collection pattern 
shown below. 



Percentage of balance collected in the month of sale 40% 

Percentage of balance collected in the month following sale 30% 

Percentage of balance collected in the second month following sale 25% 

Percentage of balance uncollectible 5% 



What is the planned net accounts receivable balance as of December 31? 



A. $279,300 

B. $294,000 

C. $360,000 

D. $367,500 

• Answer (A) is incorrect. The amount of $279,300 results from subtracting the bad 
debts from the net receivables. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 20 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(30 questions) 



• Answer (B) is correct. December 31 receivables will consist of portions of credit sales 
from November ($480,000 x 80% = $384,000) and December ($450,000 x 80% = 
$360,000). The collections on these sales can be calculated as follows: 



Collections 





Credit 

Sales 


November 


December 


January 


February 


November 


$384,000 


$153,600 


$115,200 


$ 96,000 




December 


360,000 




144,000 


108,000 

$204,000 


$90,000 

$90,000 



Bootstrap’s December 31 balance in accounts receivable is therefore $294,000 ($204,000 + 
$90,000). 

• Answer (C) is incorrect. The amount of $360,000 results from including an extra month in 
receivables that has already been collected. 

• Answer (D) is incorrect. The amount of $367,500 is based on total sales rather than credit 
sales. 

[31] Gleim #: 6.8.168 - Source: CMA 0408 2-068 

Projected monthly sales of Wallstead Corporation for January, February, March, and 
April are as follows: 

January $300,000 

February 340,000 

March 370,000 

April 390,000 



• The company bills each month’s sales on the last day of the month. 

• Receivables are booked gross and credit terms of sale are 2/10, n/30. 

• 50% of the billings are collected within the discount period, 30% are collected by 
the end of the month, 15% are collected by the end of the second month, and 5% 
become uncollectible. 

Budgeted cash collections for Wallstead Company during April would be 



A. $343,300 

B. $347,000 

C. $349,300 

D. $353,000 
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• Answer (A) is correct. April collections will consist of 15% of February’s gross sales 
($51,000) and both components of March sales, those collected within the discount 
period ($370,000 x 98% x 50% = $181,300), and those collected after it ($370,000 x 
30% = $111,000). Total April cash collections are therefore $343,300 ($51,000 + 
$181,300 + $11 1,000). 

• Answer (B) is incorrect. The amount of $347,000 results from failing to account for the 
2% discount period on March sales. 

• Answer (C) is incorrect. The amount of $349,300 results from using April sales. 

• Answer (D) is incorrect. The amount of $353,000 uses April sales and overlooks the 
discount. 
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[32] Gleim #: 6.8.169 - Source: CMA 0408 2-069 

Tip-Top Cleaning Supply carries a large number of different items in its inventory, giving 
the firm a competitive advantage in its industry. Below is part of Tip-Top’s budget for the 
first quarter of next year. 

Sales $855,000 

Cost of goods sold 425,000 

Rent and salary expenses 375,000 



Historically, all of the sales are on account and are made evenly over the quarter. 5% of 
all sales are determined to be uncollectible and written off. The balance of the receivables 
is collected in 50 days. This sales and collection experience is expected to continue in the 
first quarter. The projected balance sheet for the first day of the quarter includes the 
following account balances. 



Cash $ 10,000 

Accounts receivable (net) 450,000 

Inventory 900,000 

Accounts payable 800,000 



How much cash can Tip-Top anticipate collecting in the first quarter (based on a 360-day 
year)? 

A. $811,000 

B. $830,000 

C. $901,250 

D. $902,500 

• Answer (A) is correct. At the end of the quarter, sales will represent 50 days of 
sales, which is about 5/9 of the quarter. The other 4/9 of the quarter’s sales will be 
collected during the quarter. Since bad debts will be 5% of sales, Tip-Top expects 
to collect $812,250 ($855,000 x 95%). Multiply $812,250 times 4/9 and the amount 
to be collected during the quarter is $361,000. Add in the $450,000 of beginning 
receivables to get total collections of $811,000. 

• Answer (B) is incorrect. The amount of $830,000 results from failing to consider 
uncollectible accounts. 

• Answer (C) is incorrect. The amount of $901,250 results from using a 40-day 
collection period instead of a 50-day period. 
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• Answer (D) is incorrect. The amount of $902,500 results from using a 40-day collection 
period and failing to deduct bad debts. 

[33] Gleim #: 6.8.170 - Source: CMA 0408 2-072 

Prudent Corporation’s budget for the upcoming accounting period reveals total sales of 
$700,000 in April and $750,000 in May. The sales cash collection pattern is 

20% of each month’s sales are cash sales. 

5% of a month’s credit sales are uncollectible. 

70% of a month’s credit sales are collected in the month of sale. 

25% of a month’s credit sales are collected in the month following the sale. 

If Prudent anticipates the cash sale of a piece of old equipment in May for $25,000, 
May’s total budgeted cash receipts would be 

A. $560,000 

B. $702,500 

C. $735,000 

D. $737,500 

• Answer (A) is incorrect. The amount of $560,000 results from failing to include 
cash sales and the proceeds from the sale of the equipment. 

• Answer (B) is incorrect. The amount of $702,500 results from failing to consider 
uncollectible accounts and from deducting cash sales before calculating receivables. 

• Answer (C) is correct Prudent’s cash collections can be calculated as follows: 



Collections 



Total 


Credit 






Sales 


Sales 


April 


May 


April $700,000 


$560,000 


$392,000 


$140,000 


May 750,000 


600,000 




420,000 


Cash collections on credit sales 


$392,000 


$560,000 


Cash sales 




140,000 


150,000 


Proceeds from sale of equipment 




25,000 


Total cash received 




$532,000 


$735,000 



• Answer (D) is incorrect. The amount of $737,500 results from improperly 
including cash sales in the receivables payment pattern. 
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[34] Gleim #: 6.8.171 - Source: CMA 0408 2-073 

ANNCO sells products on account and experiences the following collection schedule: 



At December 31, ANNCO reports accounts receivable of $211,500. Of that amount, 
$162,000 is due from December sales and $49,500 from November sales. ANNCO is 
budgeting $170,000 of sales for January. If so, what amount of cash should be collected 
in January? 

A. $129,050 

B. $174,500 

C. $211,500 

D. $228,500 

• Answer (A) is incorrect. All receivables from November would be collected in 
January, as would 2/3 of December’s receivables. 

• Answer (B) is correct The $49,500 of receivables from November sales that are 
still outstanding at December 3 1 are the last amounts that will be received from 
November. The $162,000 in receivables from December sales that are still 
outstanding at December 3 1 contain the collections for the month and the second 
month after sale. Thus, this amount must constitute 90% of total sales for December 
(60% + 30%), meaning total December sales were $180,000 ($162,000 -f 90%). The 
portion of this that will be collected in January is $108,000 ($180,000 x 60%). Of 
January’s sales, 10% will be collected in January ($170,000 x 10% = $17,000). 
Therefore, total cash collections for January will be $174,500 ($49,500 + $108,000 
+ $17,000). 

• Answer (C) is incorrect. The amount of $21 1,500, the amount of receivables at 
December 31, is not the amount that will be collected in January. 

• Answer (D) is incorrect. The amount of $228,500 results from failing to divide the 
December portion in its month-after and second-month-after components. 



In the month of sale 
In the month after sale 
In the second month after sale 



10% 

60% 

30% 
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[35] Gleim #: 6.8.172 - Source: CMA 0408 2-075 

Healthy Way, Inc., has decided to start a cash budgeting program to improve overall cash 
management. Information gathered from the past year reveals the following cash 
collection trends: 

40% of sales are on credit 
50% of credit sales are collected in month of sale 
30% of credit sales are collected first month after sale 
15% of credit sales are collected second month after sale 
5% of credit sales result in bad debts 

Gross sales for the last 5 months were as follows: 

January $220,000 

February 240,000 

March 250,000 

April 230,000 

May 260,000 



Sales for June are projected to be $255,000. Based on this information, the expected cash 
receipts for March would be 

A. $230,000 

B. $237,400 

C. $242,000 

D. $243,200 

• Answer (A) is incorrect. The amount of $230,000 results from failing to account 
separately for cash sales. 

• Answer (B) is incorrect. The amount of $237,400 results from subtracting bad 
debts on April credit sales. 
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• Answer (C) is correct. Healthy Way’s cash receipts can be calculated as follows: 



Collections 





Total 

Sales 


Credit 

Sales 


January 


February 


March 


January 


$220,000 


$88,000 


$ 44,000 


$ 26,400 


$ 13,200 


February 


240,000 


96,000 




48,000 


28,800 


March 


250,000 


100,000 






50,000 


Collections on credit sales 


$ 44,000 


$ 74,400 


$ 92,000 


Collections on cash sales 


132,000 


144,000 


150,000 


Total cash collections 


$176,000 


$218,400 


$242,000 



• Answer (D) is incorrect. The collections for March would be $242,000. 
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[36] Gleim #: 6.8.173 - Source: CMA 0408 2-077 

Data regarding Johnsen, Inc.’s forecast dollar sales for the last 7 months of the year and 
Johnsen’s projected collection patterns are as follows: 



Forecasted sales 



June 


$700,000 


July 


600,000 


August 


650,000 


September 


800,000 


October 


850,000 


November 


900,000 


December 


840,000 


Types of sales 


Cash sales 


30% 


Credit sales 


70% 



Collection pattern on credit sales 

(5% determined to be uncollectible) 

During the month of sale 20% 

During the first month following the sale 50% 

During the second month following the sale 25% 



Johnsen’s budgeted cash receipts from sales and collections on account for September are 



A. $635,000 

B. $684,500 

C. $807,000 

D. $827,000 

• Answer (A) is incorrect- The amount of $635,000 results from failing to account 
separately for cash sales. 
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• Answer (B) is correct. Johnsen’s cash receipts can be calculated as follows: 



Collections 





Total 

Sales 


Credit 

Sales 


June 


July 


August 


September 


June 


$700,000 


$490,000 


$ 98,000 


$245,000 


$122,500 




July 


600,000 


420,000 




84,000 


210,000 


$105,000 


August 


650,000 


455,000 






91,000 


227,500 


September 


800,000 


560,000 








112,000 


Collections on credit sales 


$ 98,000 


$329,000 


$423,500 


$444,500 


Collections on cash sales 




210,000 


180,000 


195,000 


240,000 


Total cash collections 




$308,000 


$509,000 


$618,500 


$684,500 



• Answer (C) is incorrect. The amount of $807,000 results from adding in the final month of 
collections from June sales, which would have ended in August. 

• Answer (D) is incorrect. Total collections for September would be $684,500. 
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[Fact Pattern #7] 



Karmee Company has been accumulating 
operating data in order to prepare an annual 
profit plan. Details regarding Karmee’s sales 



for the first 6 months of the 
as follows: 

Estimated Monthly 
Sales 


coming year are 

Type of Monthly 
Sale 


January 


$600,000 


Cash sales 


20% 


February 


650,000 


Credit 


80% 






sales 




March 


700,000 






April 


625,000 






May 


720,000 






June 


800,000 







Collection Pattern for Credit Sales 



Month of sale 


30% 


One month following sale 


40% 


Second month following sale 


25% 



The variable operating expenses (other than 
cost of goods sold) for Karmee are 10% of 
sales and are paid for in the month following 
the sale. The annual fixed operating expenses 
are presented below. All of these are incurred 
uniformly throughout the year and paid 
monthly except for insurance and property 
taxes. Insurance is paid quarterly in January, 
April, July, and October. Property taxes are 
paid twice a year in April and October. 



Annual Fixed Operating Costs 



Advertising 
Depreciation 
Insurance 
Property taxes 
Salaries 



$ 720,000 

420.000 

180.000 
240,000 

1,080,000 



Karmee’s cost of goods sold averages 40% of 
the sales value. Karmee’s objective is to 
maintain a target inventory equal to 30% of 
the next month’s sales in units. Purchases of 
merchandise for resale are paid for in the 
month following the sale. 



[37] Gleim #: 6.8.174 - Source: CMA 1296 3-6 

(Refers to Fact Pattern #7) 

The amount of cash collected in March for Karmee Company from the sales made during 
March will be 

A. $140,000 

B. $308,000 

C. $350,000 

D. $636,000 
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• Answer (A) is incorrect. The amount of $140,000 excludes collections on March credit 
sales. 

• Answer (B) is correct. Cash sales are 20% of monthly sales, credit sales are 80% of 
monthly sales, and collections on credit sales are 30% in the month of sale. 
Consequently, cash collected during a month equals 44% [20% + (30% x 80%)] of sales 
for that month. Cash collections in March on March sales were therefore $308,000 
($700,000 x 44%). 

• Answer (C) is incorrect. The amount of $350,000 assumes 20% of sales are for cash 
and that collections on credit sales equal 30% of total sales. 

• Answer (D) is incorrect. Total cash collections during March on first quarter sales 
equals $636,000. 

[38] Gleim #: 6.8.175 - Source: CMA 1296 3-7 

(Refers to Fact Pattern #7) 

Karmee Company’s total cash receipts for the month of April will be 

A. $504,000 

B. $629,000 

C. $653,000 

D. $707,400 

• Answer (A) is incorrect. The amount of $504,000 ignores $125,000 of April cash 
sales. 

• Answer (B) is correct Cash collected during a month on sales for that month 
equals 44% of total sales. Hence, cash receipts in April on April’s sales are 
$275,000 ($625,000 x 44%). April collections on March credit sales equal $224,000 
($700,000 x 40% x 80%). April collections on February credit sales equal $130,000 
($650,000 x 25% x 80%). Thus, total cash receipts for April were $629,000 
($275,000 + $224,000 + $130,000). 

• Answer (C) is incorrect. The amount of $653,000 includes $24,000 of bad debts 
from January sales. 

• Answer (D) is incorrect. The amount of $707,400 represents June collections. 
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[1] Gleim #: 6.9.176 - Source: CMA 0205 2-11 

Holland Company is in the process of projecting its cash position at the end of the second 
quarter. Shown below is pertinent information from Holland’s records. 



Cash balance at end of 1st quarter $ 36,000 

Cash collections from customers for 2nd quarter 1,300,000 

Accounts payable at end of 1st quarter 100,000 

Accounts payable at end of 2nd quarter 75,000 

All 2nd quarter costs and expenses (accrual basis) 1,200,000 

Depreciation (accrued expense included above) 60,000 

Purchases of equipment (for cash) 50,000 

Gain on sale of asset (for cash) 5,000 

Net book value of asset sold 35,000 

Repayment of notes payable 66,000 



From the data above, determine Holland’s projected cash balance at the end of the second 
quarter. 



A. $0 

B. $25,000 

C. $60,000 

D. $95,000 

• Answer (A) is incorrect. The cash balance did change in the second quarter. 

• Answer (B) is incorrect. Improperly deducting rather than adding the book value of 
the sold asset results in $25,000. 

• Answer (C) is incorrect. Failing to take the book value of the sold asset into 
account results in $60,000 (the book value plus the gain is the cash received). 
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• Answer (D) is correct The change in Holland’s cash balance can be calculated as follows: 



Beginning cash balance 


$ 36,000 


Add: cash collections 


1,300,000 


Less: net change in accounts payable 


(25,000) 


Less: accrual-basis costs and expenses 


(1,200,000) 


Add: depreciation expense (noncash) 


60,000 


Less: payment for equipment 


(50,000) 


Add: net cash received from asset sale 


40,000 


Less: retirement of notes payable 


(66,000) 


Ending cash balance 


$ 95,000 



[2] Gleim #: 6.9.177 - Source: CMA 0205 2-10 

Steers Company has just completed its prospective financial statements for the coming 
year. Relevant information is summarized below: 



Projected net income $100,000 

Anticipated capital expenditures 50,000 

Increase in working capital 25,000 

Depreciation expense 15,000 



From the information provided above, the increase in Steers’ cash account for the coming 
year will be 

A. $25,000 

B. $40,000 

C. $90,000 

D. $160,000 

• Answer (A) is incorrect. The increase in working capital is not the only line item 
that affects cash. 

• Answer (B) is correct The change in cash can be calculated as follows: 



Accrual-basis net income $100,000 

Less: capital outlays (50,000) 

Less: increase in working capital (25,000) 

Add: depreciation expense (noncash) 15,000 

Increase in cash $ 40,000 
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• Answer (C) is incorrect. The amount of $90,000 ignores the outlays for capital 
expenditures. 

• Answer (D) is incorrect. Improperly adding the capital outlays and increase in working 
capital and subtracting the depreciation expense results in $160,000. 



[Fact Pattern #1] 

The Raymar Company is preparing its cash budget for the months of April and May. The firm 
has established a $200,000 line of credit with its bank at a 12% annual rate of interest on 
which borrowings for cash deficits must be made in $10,000 increments. There is no 
outstanding balance on the line of credit loan on April 1 . Principal repayments are to be made 
in any month in which there is a surplus of cash. Interest is to be paid monthly. If there are no 
outstanding balances on the loans, Raymar will invest any cash in excess of its desired end-of- 
month cash balance in U.S. Treasury bills. Raymar intends to maintain a minimum balance of 
$100,000 at the end of each month by either borrowing for deficits below the minimum 
balance or investing any excess cash. Expected monthly collection and disbursement patterns 
are shown below. 



• Collections: 50% of the current month’s sales budget and 50% of the previous month’s 
sales budget. 

• Accounts Payable Disbursements: 75% of the current month’s accounts payable budget 
and 25% of the previous month’s accounts payable budget. 

• All other disbursements occur in the month in which they are budgeted. 



Budget Information 



Sales 

Accounts payable 
Payroll 

Other disbursements 



March 

$40,000 

30.000 

60.000 

25,000 



April 

$50,000 

40.000 

70.000 

30.000 



May 

$100,000 

40.000 

50.000 

10.000 



[3] Gleim #: 6.9.178 - Source: CMA 1293 3-19 

(Refers to Fact Pattern #1) 

In April, Raymar’ s budget will result in 

A. $45,000 in excess cash. 

B. A need to borrow $50,000 on its line of credit for the cash deficit. 

C. A need to borrow $100,000 on its line of credit for the cash deficit. 

D. A need to borrow $90,000 on its line of credit for the cash deficit. 
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• Answer (A) is incorrect. Cash receipts equals $45,000. 

• Answer (B) is incorrect. The cash deficit will be $92,500 without borrowing. 

• Answer (C) is correct. Assuming Raymar maintained a $100,000 cash balance at the 
end of March, the amount to be borrowed or invested in April is the difference between 
cash receipts and disbursements. April’s cash collections are $45,000 [($50,000 April 
sales x 50%) + ($40,000 March sales x 50%)]. Disbursements for accounts payable are 
$37,500 [($40,000 April payables x 75%) + ($30,000 March payables x 25%)]. In 
addition to the accounts payable disbursements, payroll and other disbursements will 
require an additional $100,000. Hence, total disbursements are estimated to be $137,500. 
The net negative cash flow (amount to be borrowed to reach the required minimum cash 
balance of $100,000) is $92,500 ($137,500 - $45,000). Because the line of credit must 
be drawn upon in $10,000 increments, the loan must be for $100,000. 

• Answer (D) is incorrect. A loan of only $90,000 would still leave a negative cash 
balance of $2,500. 

[4] Gleim #: 6.9.179 - Source: CMA 1293 3-20 

(Refers to Fact Pattern #1) 

In May, Raymar will be required to 

A. Repay $20,000 principal and pay $1,000 interest. 

B. Repay $90,000 principal and pay $100 interest. 

C. Pay $900 interest. 

D. Borrow an additional $20,000 and pay $1,000 interest. 

• Answer (A) is incorrect. No funds are available to repay the loan. May receipts are 
less than May disbursements. 

• Answer (B) is incorrect. No funds are available to repay the loan. May receipts are 
less than May disbursements. 

• Answer (C) is incorrect. The 1% interest is calculated on a $100,000 loan, not a 
$90,000 loan. 
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• Answer (D) is correct The company will have to borrow $100,000 in April, which means 
that interest will have to be paid in May at the rate of 1% per month (12% annual rate). 
Consequently, interest expense is $1,000 ($100,000 x 1%). May receipts are $75,000 
[($100,000 May sales x 50%) + ($50,000 April sales x 50%)]. Disbursements in May are 
$40,000 [($40,000 May payables x 75%) + ($40,000 April payables x 25%)]. In addition to 
the May accounts payable disbursements, payroll and other disbursements are $60,000, 
bringing total disbursements to $101,000 ($60,000 + $40,000 + $1,000). Thus, 
disbursements exceed receipts by $26,000 ($101,000 - $75,000). However, cash has a 
beginning surplus balance of $7,500 ($100,000 April loan - $92,500 negative cash flow for 
April calculated using the collections and disbursements information given). As a result, the 
company needs to borrow an additional $18,500 to eliminate its cash deficit. Given the 
requirement that loans be in $10,000 increments, the May loan must be for $20,000. 
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[Fact Pattern #2] 



Karmee Company has been accumulating 
operating data in order to prepare an annual 
profit plan. Details regarding Karmee’s sales 



for the first 6 months of the 
as follows: 

Estimated Monthly 
Sales 


coming year are 

Type of Monthly 
Sale 


January 


$600,000 


Cash sales 


20% 


February 


650,000 


Credit 


80% 






sales 




March 


700,000 






April 


625,000 






May 


720,000 






June 


800,000 







Collection Pattern for Credit Sales 



Month of sale 


30% 


One month following sale 


40% 


Second month following sale 


25% 



The variable operating expenses (other than 
cost of goods sold) for Karmee are 10% of 
sales and are paid for in the month following 
the sale. The annual fixed operating expenses 
are presented below. All of these are incurred 
uniformly throughout the year and paid 
monthly except for insurance and property 
taxes. Insurance is paid quarterly in January, 
April, July, and October. Property taxes are 
paid twice a year in April and October. 



Annual Fixed Operating Costs 



Advertising 
Depreciation 
Insurance 
Property taxes 
Salaries 



$ 720,000 

420.000 

180.000 
240,000 

1,080,000 



Karmee’s cost of goods sold averages 40% of 
the sales value. Karmee’s objective is to 
maintain a target inventory equal to 30% of 
the next month’s sales in units. Purchases of 
merchandise for resale are paid for in the 
month following the sale. 



[5] Gleim #: 6.9.180 - Source: CMA 1296 3-8 

(Refers to Fact Pattern #2) 

The purchase of merchandise that Karmee Company will need to make during February 
will be 

A. $254,000 

B. $260,000 

C. $266,000 

D. $338,000 
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• Answer (A) is incorrect. The amount of $254,000 reverses the treatment of the change 
in inventory. 

• Answer (B) is incorrect. February COGS is $260,000. 

• Answer (C) is correct. Purchases equal cost of goods sold, plus ending inventory, minus 
beginning inventory. Estimated cost of goods sold for February equals $260,000 
($650,000 sales x 40%). Ending inventory is given as 30% of sales in units. Stated at 
cost, this amount equals $84,000 ($700,000 March sales x 30% x 40%). Furthermore, 
beginning inventory is $78,000 ($260,000 COGS for February x 30%). Thus, purchases 
equal $266,000 ($260,000 + $84,000 - $78,000). 

• Answer (D) is incorrect. The sum of COGS and beginning inventory equals $338,000. 

[6] Gleim #: 6.9.181 - Source: CMA 1296 3-9 

(Refers to Fact Pattern #2) 

The amount for cost of goods sold that will appear on Karmee Company’s pro forma 
income statement for the month of February will be 

A. $195,000 

B. $254,000 

C. $260,000 

D. $272,000 

• Answer (A) is incorrect. The amount of $195,000 is based on 30% of sales. 

• Answer (B) is incorrect. Cost of goods sold, minus ending inventory, plus 
beginning inventory equals $254,000. 

• Answer (C) is correct Cost of goods sold is expected to be 40% of sales. Thus, 
cost of goods sold is $260,000 ($650,000 February sales x 40%). 

• Answer (D) is incorrect. Purchases, plus ending inventory, minus beginning 
inventory equals $272,000. 
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[7] Gleim #: 6.9.182 - Source: CMA 1296 3-10 

(Refers to Fact Pattern #2) 

The total cash disbursements that Karmee Company will make for the operating expenses 
(expenses other than the cost of goods sold) during the month of April will be 

A. $255,000 

B. $290,000 

C. $385,000 

D. $420,000 

• Answer (A) is incorrect. The amount of $255,000 excludes variable selling 
expenses and advertising. 

• Answer (B) is incorrect. The amount of $290,000 includes depreciation but 
excludes variable selling expenses and advertising. 

• Answer (C) is correct Cash disbursements for variable operating expenses in April 

(excluding cost of goods sold) equal $70,000 ($700,000 March sales x 10%). Cash 
disbursements for fixed operating expenses (excluding depreciation, a noncash 
expense) include advertising ($720,000 12 = $60,000), salaries ($1,080,000 4 12 

= $90,000), insurance ($180,000 4- 4 = $45,000), and property taxes ($240,000 4 2 
= $120,000). Hence, cash payments for April operating expenses are $385,000 
($70,000 4 $60,000 4 $90,000 4 $45,000 4 $120,000). 

• Answer (D) is incorrect. The amount of $420,000 includes depreciation. 
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[Fact Pattern #3] 

Information pertaining to Noskey Corporation’s sales revenue is presented in the following 
table: 



Cash sales 
Credit sales 
Total sales 



November 
Year 1 
(Actual) 

$ 80,000 

240,000 
$320,000 



December 
Year 1 
(Budget) 
$100,000 

360,000 
$460,000 



January 
Year 2 
(Budget) 

$ 60,000 

180,000 
$240,000 



Management estimates that 5% of credit sales are uncollectible. Of the credit sales that are 
collectible, 60% are collected in the month of sale and the remainder in the month following 
the sale. Purchases of inventory are equal to next month’s sales, and gross profit margin is 
30%. All purchases of inventory are on account; 25% are paid in the month of purchase, and 
the remainder are paid in the month following the purchase. 



[15] Gleim #: 6.9.190 - Source: CMA 1291 3-25 

(Refers to Fact Pattern #3) 

Noskey Corporation’s budgeted total cash payments in December Year 1 for inventory 
purchases are 

A. $405,000 

B. $283,500 

C. $220,500 

D. $168,000 

• Answer (A) is incorrect. The purchases valued at sales price, not cost, is $405,000. 

• Answer (B) is correct The December inventory payments include 75% of 
November purchases plus 25% of December purchases. Given a gross margin of 
30%, cost must be 70% of sales. November purchases are therefore $322,000 
($460,000 December sales x 70%), and the December outlay for November 
purchases is $241,500 ($322,000 x 75%). Purchases during December are $168,000 
($240,000 January sales x 70%), and the December outlay for December purchases 
is $42,000 ($168,000 x 25%), a total cash outlay of $283,500. 

• Answer (C) is incorrect. The amount of $220,500 is calculated based on credit 
sales, not total sales. 

• Answer (D) is incorrect. The cash payment for December purchases only is 
$168,000. 
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[Fact Pattern #4] 

Cooper Company’s management team is preparing a cash budget for the coming quarter. The 
following budgeted information is under review: 



Revenue 

Inventory purchases 
Other expenses 



January 

$700,000 

350.000 

150.000 



February 

$800,000 

425.000 

175.000 



March 

$500,000 

225.000 

175.000 



The company expects to collect 40% of its monthly sales in the month of sale and 60% in the 
following month. 50% of inventory purchases are paid in the month of purchase and the other 
50% in the following month. All payments for other expenses are made in the month incurred. 



[17] Gleim #: 6.9.192 - Source: CMA 0408 2-066 

(Refers to Fact Pattern #4) 

Cooper forecasts the following account balances at the beginning of the quarter. 

Cash $100,000 

Accounts receivable 300,000 

Accounts payable (inventory) 500,000 



Given the above information, the projected change in cash during the coming quarter will 
be 

A. $412,500 

B. $300,000 

C. $112,500 

D. $0 

• Answer (A) is incorrect. The amount of $412,500 results from including the 
beginning balance in cash and failing to include the beginning balances in accounts 
receivable and accounts payable. 

• Answer (B) is incorrect. The amount of $300,000 is merely the receivables from 
the previous quarter that will be collected in the current quarter. 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 10 



Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(11 questions) 



• Answer (C) is correct. Cooper’s collections for the quarter can be calculated as follows: 



Collections 





Sales 


January 


February 


March 


January 

February 

March 


$700,000 

800,000 

500,000 


$280,000 


$420,000 

320,000 


$480,000 

200,000 






$280,000 


$740,000 


$680,000 



Total collections are therefore $1,700,000 ($280,000 + $740,000 + $680,000). The 
disbursements for inventory can likewise be calculated as follows: 



Disbursements 





Inventory 

Purchases 


January 


February 


March 


January 

February 

March 


$350,000 

425.000 

225.000 


$175,000 


$175,000 

212,500 


$212,500 

112,500 






$175,000 


$387,500 


$325,000 



Total inventory disbursements are therefore $887,500 ($175,000 + $387,500 + $325,000). 
Disbursements for other expenses total $500,000 ($150,000 + $175,000 + $175,000). The net 
change in Cooper’s balance of cash for the quarter can now be calculated: 



Collections on sales $1,700,000 

Disbursements for inventory (887,500) 

Disbursements for other expenses (500,000) 

Beginning accounts receivable 300,000 

Beginning accounts payable (500,000) 

Change in cash $ 112,500 



• Answer (D) is incorrect. Cash will increase during the quarter (receipts will exceed 
payments). 
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[18] Gleim #: 6.9.193 - Source: CMA 0408 2-070 

Monroe Products is preparing a cash forecast based on the following information: 

• Monthly sales: December, $200,000; January, $200,000; February, $350,000; 
March, $400,000. 

• All sales are on credit and collected the month following the sale. 

• Purchases are 60% of next month’s sales and are paid for in the month of purchase. 

• Other monthly expenses are $25,000, including $5,000 of depreciation. 

If the January beginning cash balance is $30,000, and Monroe is required to maintain a 
minimum cash balance of $10,000, how much short-term borrowing will be required at 
the end of February? 

A. $60,000 

B. $70,000 

C. $75,000 

D. $80,000 

• Answer (A) is incorrect. The amount of $60,000 results from failing to include the 
minimum balance requirement. 

• Answer (B) is correct Monroe’s short-term cash requirements at the end of 
February can be calculated as follows: 

Beginning cash balance $ 30,000 



• Answer (C) is incorrect. The amount of $75,000 results from treating that one 
month of depreciation as a cash expense, which it is not. 

• Answer (D) is incorrect. The amount of $80,000 results from treating depreciation 
as a cash expense. 



Collections on December sales (in January) 
Collections on January sales (in February) 
Disbursements for inventory (in January) 
Disbursements for inventory (in February) 
Disbursements for other expenses (in January) 
Disbursements for other expenses (in February) 
Minimum balance requirement 



200,000 
200,000 
(210,000) 
(240,000) 
(20,000) 
(20,000) 
(10,000) 
$ (70,000) 



Shortfall 
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[19] Gleim #: 6.9.194 - Source: CMA 0408 2-078 

The Mountain Mule Glove Company is in its first year of business. Mountain Mule had a 
beginning cash balance of $85,000 for the quarter. The company has a $50,000 short- 
term line of credit. The budgeted information for the first quarter is shown below. 



Sales 
Purchases 
Operating costs 



January 

$60,000 

35.000 

25.000 



February 

$40,000 

40.000 

25.000 



March 

$50,000 

75.000 

25.000 



All sales are made on credit and are collected in the second month following the sale. 
Purchases are paid in the month following the purchase, while operating costs are paid in 
the month that they are incurred. How much will Mountain Mule need to borrow at the 
end of the quarter if the company needs to maintain a minimum cash balance of $5,000, 
as required by a loan covenant agreement? 

A. $0 

B. $5,000 

C. $10,000 

D. $45,000 

• Answer (A) is incorrect. Expenses will exceed income for the quarter. 

• Answer (B) is incorrect. The amount of $5,000 is only the minimum required 
balance. 

• Answer (C) is correct Mountain Mule’s short-term borrowing needs can be 
calculated as follows: 



Beginning cash balance $ 85,000 

Collections on January sales (in March) 60,000 

Disbursements for January inventory (in February) (35,000) 

Disbursements for February inventory (in March) (40,000) 

Disbursements for other expenses ($25,000 x 3) (75,000) 

Minimum balance requirement (5,000) 

Shortfall $ (10,000) 



• Answer (D) is incorrect. The amount of $45,000 results from simply drawing the 
entire line of credit over the minimum balance. 
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[8] Gleim #: 6.10.202 - Source: CMA 0408 2-036 

Netco’s sales budget for the coming year is as follows. 



Item 


Volume in Units 


Sales Price 


Sales Revenue 


1 


200,000 


$50 


$10,000,000 


2 


150,000 


10 


1,500,000 


3 


300,000 


30 


9,000,000 




Total sales revenue 




$20,500,000 



Items 1 and 3 are different models of the same product. Item 2 is a complement to Item 1. 
Past experience indicates that the sales volume of Item 2 relative to the sales volume of 
Item 1 is fairly constant. Netco is considering a 10% price increase for the coming year 
for Item 1, which will cause sales of Item 1 to decline by 20%, while simultaneously 
causing sales of Item 3 to increase by 5%. If Netco institutes the price increase for Item 1, 
total sales revenue will decrease by 

A. $1,050,000 

B. $850,000 

C. $750,000 

D. $550,000 



Copyright 2012 Gleim Publications Inc. 
Printed for Wessam Tarek 



Page 1 




Gleim CMA Test Prep: Part 1: Financial Planning, Performance, and Control 

(6 questions) 



• Answer (A) is correct. First, the changes in sales volume can be calculated: 



Item 


Unit Volume 
Before Price 
Change 




Unit 

Change 

Factor 


Unit Volume 
After Price 
Change 


1 


200,000 


X 


0.80 


= 160,000 


2 


150,000 


X 


0.80 


= 120,000 


3 


300,000 


X 


1.05 


= 315,000 


Next, the changes in unit price: 












Price 






Price Before 




Change 


Price After 


Item 


Price Change 




Factor 


Price Change 


1 


$50 


X 


1.10 


= $55 


2 


10 


X 


1.00 


= 10 


3 


30 


X 


1.00 


= 30 


Third, the total sales revenue resulting from the changes in volume and price: 




Unit Volume 




Price After 


Sales Revenue 




After Price 




Price 


After Price 


Item 


Change 




Change 


Change 


1 


160,000 


X 


$55 


$8,800,000 


2 


120,000 


X 


10 


1,200,000 


3 


315,000 


X 


30 


9,450,000 



$19,450,000 



The decrease in Netco’s total revenue after the price change will therefore be $1,050,000 
($20,500,000 - $19,450,000). 

• Answer (B) is incorrect. The amount of $850,000 results from increasing the price of 
Item 3 rather than the volume. 

• Answer (C) is incorrect. The amount of $750,000 results from failing to reduce the unit 
volume of Item 2 in tandem with the reduction in Item 1. 

• Answer (D) is incorrect. Total sales revenue will decrease by $1,050,000. 
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[Fact Pattern #1] 

Super Drive, a computer disk storage and back-up company, uses accrual accounting. The 
company’s Statement of Financial Position for the year ended November 30 is as follows: 



Super Drive 

Statement of Financial Position 
as of November 30 



Assets 



Liabilities and Stockholders’ Equity 



Cash 

Accounts receivable, net 
Inventory 

Property, plant, and equipment 
Total assets 



$ 52,000 Accounts payable $ 175,000 

150.000 Common stock 900,000 

315.000 Retained earnings 442,000 

1,000,000 Total liabilities and 

$1,517,000 stockholders’ equity $1,517,000 



Additional information regarding Super Drive’s operations include the following: 



• Sales are budgeted at $520,000 for December and $500,000 for January of the next year. 

• Collections are expected to be 60% in the month of sale and 40% in the month following 
the sale. 

• Eighty percent of the disk drive components are purchased in the month prior to the 
month of sale, and 20% are purchased in the month of sale. Purchased components are 
40% of the cost of goods sold. 

• Payment for the components is made in the month following the purchase. 

• Cost of goods sold is 80% of sales. 



[9] Gleim #: 6.10.203 - Source: CMA 1294 3-8 

(Refers to Fact Pattern #1) 

Super Drive’s projected balance in accounts payable on December 31 is 

A. $161,280 

B. $326,400 

C. $166,400 

D. $416,000 
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• Answer (A) is correct. Payments are made in the month following purchase. The 
balance in accounts payable on November 30 is $175,000; this amount will be paid in 
December. The account is credited for purchases of a portion of components to be used 
for sales in December (20% of December components) and for sales in January (80% of 
January components). Cost of goods sold is 80% of sales, and components are 40% of 
cost of goods sold. Thus, December component needs are $166,400 ($520,000 sales x 
80% x 40%), and January component needs are $160,000 ($500,000 sales x 80% x 
40%). The December purchases of December component needs equal $33,280 
($166,400 x 20%). December purchases of January component needs are $128,000 
($160,000 x 80%). Hence, the total of December purchases (ending balance in accounts 
payable) equals $161,280 ($33,280 + $128,000). 

• Answer (B) is incorrect. The sum of the component needs for December and January 
equals $326,400. 

• Answer (C) is incorrect. December component needs equals $166,400. 

• Answer (D) is incorrect. Cost of sales for December equals $416,000. 

[10] Gleim #: 6.10.204 - Source: CMA 1294 3-9 

(Refers to Fact Pattern #1) 

Super Drive’s projected gross profit for the month ending December 31 is 

A. $416,000 

B. $104,000 

C. $134,000 

D. $536,000 

• Answer (A) is incorrect. Cost of goods sold is $416,000 (80% of sales). 

• Answer (B) is correct Given that cost of goods sold is 80% of sales, gross profit is 
20% of sales. Consequently, pro forma gross profit is $104,000 ($520,000 x 20%). 

• Answer (C) is incorrect. The amount of $134,000 equals 20% of the sum of 
November receivables and December sales. 

• Answer (D) is incorrect. Gross profit cannot be greater than sales. 
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[Fact Pattern #2] 

Kelly Company is a retail sporting goods store that uses accrual accounting for its records. 

Facts regarding Kelly’s operations are as follows: 

• Sales are budgeted at $220,000 for December Year 1 and $200,000 for January Year 2. 

• Collections are expected to be 60% in the month of sale and 38% in the month following 
the sale. 

• Gross margin is 25% of sales. 

• A total of 80% of the merchandise held for resale is purchased in the month prior to the 
month of sale and 20% is purchased in the month of sale. Payment for merchandise is 
made in the month following the purchase. 

• Other expected monthly expenses to be paid in cash are $22,600. 

• Annual depreciation is $216,000. 

Below is Kelly Company’s statement of financial position at November 30, Year 1. 



Assets 

Cash $ 22,000 

Accounts receivable (net of $4,000 
allowance for uncollectible accounts) 76,000 

Inventory 132,000 

Property, plant, and equipment (net of 
$680,000 accumulated depreciation) 870,000 

Total assets $1,100,000 



Liabilities and Stockholders’ Equity 

Accounts payable $ 162,000 

Common stock 800,000 

Retained earnings 138,000 

Total liabilities and stockholders’ equity $1,100,000 



[11] Gleim #: 6.10.205 - Source: CMA 1283 4-23 

(Refers to Fact Pattern #2) 

Kelly’s pro forma income (loss) before income taxes for December Year 1 is 

A. $32,400 

B. $28,000 

C. $10,000 

D. Some amount other than those given. 
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• Answer (A) is incorrect. The amount of $32,400 does not reflect depreciation or bad 
debt expense. 

• Answer (B) is incorrect. The amount of $28,000 does not consider depreciation. 

• Answer (C) is correct. Sales are budgeted at $220,000. Given that cost of goods sold is 
75% of sales, or $165,000, gross profit is $55,000. Deduct cash expenses of $22,600, 
depreciation of $18,000 ($216,000 -r 12), and bad debt expense of $4,400 ($220,000 x 
.02). This leaves an income of $10,000. 

• Answer (D) is incorrect. The correct amount is given in one of the other answer choices. 

[12] Gleim #: 6.10.206 - Source: CMA 1283 4-24 

(Refers to Fact Pattern #2) 

Kelly’s projected balance in accounts payable on December 31, Year 1, is 

A. $162,000 

B. $204,000 

C. $153,000 

D. Some amount other than those given. 

• Answer (A) is incorrect. The accounts payable balance on November 30 is 
$162,000. 

• Answer (B) is incorrect. Estimated purchases in December at the company’s selling 
prices equals $204,000. 

• Answer (C) is correct The balance is equal to the purchases made during 
December since all purchases are paid for in the month following purchase. 
Purchases for December is given as 20% of December’s sales and 80% of January’s 
sales. Thus, of the $220,000 of merchandise sold during December, 20%, or 
$44,000, would have been purchased during the month. January’s sales are expected 
to be $200,000, so 80% of that amount, or $160,000, would have been purchased 
during December. December purchases are thus estimated as $204,000 at the 
company’s selling prices. The merchandise costs only 75% of the marked selling 
prices, however. Therefore, the balance in the purchases account at month-end is 
projected to be $153,000 ($204,000 x 75%). 

• Answer (D) is incorrect. The correct amount is given in one of the other answer 
choices. 
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[13] Gleim #: 6.10.207 - Source: CMA 1283 4-25 

(Refers to Fact Pattern #2) 

Kelly’s projected balance in inventory on December 31, Year 1, is 

A. $160,000 

B. $120,000 

C. $153,000 

D. $150,000 

• Answer (A) is incorrect. Ending inventory at the company’s selling prices equals 
$160,000. 

• Answer (B) is correct The inventory is expected to be 80% of January’s needs. 
Projected January sales of $200,000 x 80% = $160,000. Thus, the ending inventory 
would be goods that the company could sell for $160,000. Given a gross margin of 
25%, cost would only be 75% of sales, and ending inventory would be $120,000 
($160,000x75%). 

• Answer (C) is incorrect. The projected balance in accounts payable is $153,000. 

• Answer (D) is incorrect. The ending inventory would be $150,000 if 100% of 
January’s needs are purchased in December. 
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PARTI 

Financial Planning, 
Performance and 
Control 

C. Cost Management (25% - Levels A, B, and C) 

U.4,5,6 & 7 

This section represents 25% of the Part 1 Exam. This section focuses on the process of determining and also 
ways of controlling how much it costs to produce a product. This includes several types of cost accumulation 
and cost allocation systems as well as sources of operational efficiency and business process performance for 
a firm. An important concept in the business process performance portion is the concept of competitive 
advantage and how a firm can attain it. 
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STUDY UNIT Four 

COST MANAGEMENT TERMINOLOGY AND CONCEPTS 

MANAGEMENT ACCOUNTING, FINANCIAL ACCOUNTING, AND COST ACCOUNTING (different goals) 



Management accounting (internal reporting) 

• Measures and reports financial and nonfinancial information that helps managers make decisions to 
fulfill the goals of an organization. 

Financial accounting (external reporting based on generally accepted accounting principles (GAAP). 

Cost accounting 

• provides information for management accounting and financial accounting. 

Cost Management 

• describe the approaches and activities of managers in short-run and long-run planning and control 
decisions that increase value for customers and lower costs of products and services. 

Three features of cost accounting and cost management across a wide range of applications are: 

1. Calculating the cost of products, services, and other cost objects (CMA Part 1). 

2. Obtaining information for planning and control and performance evaluation (CMA Part 1). 

3. Analyzing the relevant information for making decisions (CMA Part 2). 



Cost, Cost objects and Cost pools 



Cost 

Cost a resource sacrificed or forgone to achieve a specific objective. An actual cost is the cost incurred (a 
historical cost), as distinguished from a budgeted (or forecasted) cost. 

Cost Pool 

Often costs are collected into meaningful groups called cost pools. 

Cost object (anything for which a measurement of costs is desired) 

Examples: A cost object is any 

• product, 

• service, 

• customer, 

• activity, or 

• organizational unit 

to which costs are assigned for some management purpose. 

Cost accumulation and Cost assignment 

A costing system typically accounts for costs in two basic stages: accumulation followed by assignment. 
Cost accumulation is the collection of cost data in some organized way by means of an accounting system. 
Beyond accumulating costs, managers assign costs to designated cost objects 
Cost assignment is a general term that encompasses both: 

1 . tracing accumulated costs that have a direct relationship to a cost object and 

2. allocating accumulated costs that have an indirect relationship to a cost object. 
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Direct cost and Indirect cost (TRACING COSTS TO COST OBJECTS) 



Direct costs of a cost object (EASILY TRACED) 

A direct cost can be easily (i.e., conveniently and economically without excessive cost and without significant 
effort) traced to a cost pool or object, as the cost directly relates to that item. 

Common direct costs include: 

1 . Direct Raw Materials: 

2. Direct Labor 

Indirect costs of a cost object (not easily traceable to a cost pool or cost object) 

Indirect costs are related to the particular cost object but cannot be traced to a cost object in an economically 
feasible (cost-effective) way. Indirect costs are typically incurred to benefit two or more cost pools or objects. 

Examples of indirect costs include: 

1 . Indirect Materials 

2. Indirect Labor 

3. Other Indirect Costs (Common cost) 

"OVERHEAD" ALLOCATION USING ALLOCATION BASES (COST DRIVERS) 

Cost allocation is made by using cost drivers (also called allocation bases), management accountants use cost 
allocation techniques in cases which direct tracing is not possible, and so cost drivers are used instead. 

Cost drivers are: Activities that cause costs to increase as the activity increases 

For example, if the cost driver for materials handling cost is the number of parts, the total cost of materials 
handling can be assigned to each product on the basis of its total number of parts relative to the total number of 
parts in all other products. 



Cost allocation is necessary for, among other things, 

product costing (PI CMA), 
pricing(P2 CMA),, 

investment and disinvestment decisions(P2 CMA),, 
managerial performance measurement(P1 CMA),, 
make-or-buy decisions(P2 CMA), 
determination of profitability(P2 CMA), and 
measuring income and assets for external reporting(P1 CMA). 

Cost allocation is less meaningful for internal purposes because responsibility accounting systems 
emphasize controllability, a process often ignored in cost allocation. 



Prepared by: Scimeh.Y.El-lithy. CMA, CIA. 



3 




^ THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 

Example: Cost Assignment 





Direct Costs 

Example: Paper on which 
Sports Illustrated magazine 
is printed 




Cost 

Tracing 






Indirect Costs 
Example: Lease cost for 
Time-Warner building 
housing the senior editors 
of its magazine 




Cost 

Allocation 














Reasons for indirect cost allocation to cost objects 

• measure income and assets for external reporting purposes. 

• justify costs for reimbursement purposes. 

• provide information for economic decision making 

• To motivate managers and employees 



Manufacturing and Nonmanufacturing costs 



Manufacturing Costs (Treated as Product Costs) 

Most manufacturing companies separate manufacturing costs into three broad categories: 

1 . Direct Materials costs are the acquisition costs of all materials that eventually become part of the cost object 
(work in process and then finished goods) and that can be traced to the cost object in an economically feasible 
way. 

Examples of direct material costs are the aluminum used to make Pepsi cans and the paper used to print 
Sports Illustrated. 



2. Direct manufacturing labor costs include the compensation of all manufacturing labor that can be traced to 
the cost object (work in process and then finished goods) in an economically feasible way. 

Examples include wages and fringe benefits paid to machine operators and assembly-line workers who convert 
direct materials purchased to finished goods. 

3. Indirect manufacturing costs are all manufacturing costs that are related to the cost object (work in process 
and then finished goods) but that cannot be traced to that cost object in an economically feasible way. 

Indirect manufacturing costs “Manufacturing overhead” includes items such as 

I. indirect materials; 

II. indirect labor and 

III. other MOH costs. 

Common practice (single cost pool) 

Usually all indirect costs-for indirect materials, indirect labor, and other indirect items-are commonly combined 
into a single cost pool called overhead. 
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The previous costs can be combined as follows 

1. Prime costs which include (DM & DL) and 

2. Conversion cost which include (DL & MOH). 

Nonmanufacturing costs (selling, general, and administrative (SG&A) costs) (Treated as 
Period Costs) 

Nonmanufacturing costs are often divided into two categories: 

(1) Selling costs and 

(2) General & administrative costs. 

Nonmanufacturing costs can be viewed by the value chain costs other than manufacturing: 

o Research and development costs 
o Design costs 
o Marketing costs 
o Distribution costs 
o Customer service costs 
o Administrative costs 



Product costs and period costs 



Product (inventoriable) costs 

For financial accounting purposes, product costs include all costs involved in acquiring or making a product 
(only the costs necessary to complete the product), product costs are capitalized as part of finished goods 
inventory, then become a component of cost of goods sold. 

Product costs for a manufacturing firm include, 

1. Direct materials. The materials used to manufacture the product, which become a physical part of it. 

2. Direct labor. The labor used to manufacture the product. 

3. Factory overhead. The indirect costs for materials, labor, and facilities used to support the 
manufacturing process. 

Period (expired) costs 

Period costs are all the costs that are not product costs. Thus it includes all nonmanufacturing costs in the 
income statement such as general, selling, and administrative and any abnormal spoilage costs that are 
necessary for the management of the company but are not involved directly or indirectly in the manufacturing 
process (or in the purchase of the products for resale). For financial accounting purposes, period costs include 
all the value-chain costs except the production costs. 



Types of inventory in manufacturing firms 



Manufacturing firms have three types of inventory: 

1. Direct materials inventory. Direct materials in stock and awaiting use in the manufacturing process 
(for example, the computer chips and components needed to manufacture cellular phones). 

2. Work-in-process (also called work in progress) inventory. Goods partially worked on but not yet fully 
completed (for example, cellular phones at various stages of completion in the manufacturing process). 

3. Finished-goods inventory. Goods (for example, cellular phones) fully completed but not yet sold. 
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Exhibit 5-3 contains a summary of the cost terms that we have introduced so far. 
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Cost behavior Patterns: Variable costs and fixed costs 



A. VARIABLE COST 

1 . Behavior 

A variable cost changes proportionally with the cost driver (e.g., typical cost drivers include sales volume and 
production volume). 

2. Amount (Constant Per Unit, Total Varies) 

Variable cost & activity 

A variable cost is a cost that varies, in total, in direct proportion to changes in the level of activity or volume (the 
cost driver). The activity can be expressed in many ways, such as units produced, units sold, miles driven, beds 
occupied, lines of print, hours worked, and so forth. 

Example: A good example of a variable cost is direct materials. The cost of direct materials used during a 
period will vary, in total, in direct proportion to the number of units that are produced, another examples direct 
labor and part of manufacturing overhead. 



Variable cost per unit remains constant in the short run regardless of the level of production. Straight line, 
parallel to the horizontal axis. 

Cost 

per 

Unit 

Activity 

Variable costs in total, on the other hand, vary directly and proportionally with changes in volume. Straight line, 
sloping upward to the right. 

Total 
Cost 

Activity 

B. FIXED COST 

1 . Behavior 

In the short-term and within a relevant range, a fixed cost does not change when the cost driver changes. 

A fixed cost is a cost that remains constant, in total, for a given time period despite, regardless of changes in 
the level of activity. 

2. Amount (Varies per Unit, Total Remains Constant) 

PASS KEY 

The distinction between variable costs and fixed costs allows managers to determine the effect of a given 
percentage change in production output on costs. Be careful! The examiners often attempt to trick candidates 
by providing a fixed cost per unit for a given volume of production. As fixed costs are "fixed," the candidate 
must convert this format to a dollar amount that will not change as production volume changes within a 
relevant range. 
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3. Long-Run Characteristics 

Given enough time (and a long enough relevant range), any cost can be considered variable. 



Total 

Cost 







Total Fixed cost, Straight line, 
parallel to the horizontal axis. 





Fixed cost per unit, on the other hand, varies indirectly with the activity level, the unit cost decreases as volume 
increases. 



Cost 

per 

Unit 



Activity 

Relevant range (cost relationships hold constant) 

The relevant range is the range for which the assumptions of the cost driver (i.e. , linear relationship with the 
costs incurred) are valid. Total costs are assumed to be linear when plotted on a graph. 



A summary of both variable and fixed cost behavior . 





Behavior of the Cost (within the relevant range) 


Cost 


In Total 


Per Unit 


Variable cost 


Total variable cost increases 
and decreases in proportion to 
changes in the activity level. 


Variable cost per unit remains 
constant. 


Fixed cost 


Total fixed cost is not affected 
by changes in the activity level 
within the relevant range. 


Fixed cost per unit decreases 
as the activity level rises and 
increases as the activity 
level falls. 



C. SEMI-VARIABLE COSTS (MIXED COSTS) 

Costs frequently contain both fixed and variable components. A cost that includes components which remain 
constant over the relevant range and includes components that fluctuate in direct relation to production are 
termed semi variable. 

Mixed (semivariable) costs combine fixed and variable elements, e.g., rental expense on a car that carries a flat 
fee per month plus an additional fee for each mile driven. 



Total 

Cost 



Activity 
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Step Costs a cost is said to be a step cost when it varies with the cost driver but does so in discrete steps 
(Exhibit 3-1 5). step costs is another type of nonlinear-cost function, one that is constant over small ranges of 

output but increases by steps (discrete amounts) as levels of activity increase. 

EXHIBIT 3.9 A Step Cost 




Output (number of orders filled) 



Methods of estimating mixed costs 



Sometimes the fixed and variable portions of a mixed cost are not set by contract as in the above example and 
thus must be estimated. Two methods of estimating mixed costs are in general use: 

• The high-low method 

• The regression (scattergraph) method 



The high-low method 

The high-low method is the less accurate but the quicker of the two methods. The difference in cost between 
the highest and lowest levels of activity is divided by the difference in the activity level to arrive at the variable 
portion of the cost. 

EXAMPLE: A company has the following cost data: 



Month 


Machine 

Hours 


Maintenance 

Costs 


April 


1,000 


$2,275 


May 


1,600 


$3,400 


June 


1,200 


$2,650 


July 


800 


$1,900 


August 


1,200 


$2,650 


September 


1,000 


$2,275 



The slope coefficient, b, is calculated as follows: 



Slope coefficient = 



Difference between costs associated with highest 
and lowest observations of the cost driver 
Difference between highest and lowest 
observations of the cost driver 



The numerator can be derived by subtracting the cost at the lowest level 
(July) from the cost at the highest level (May) [$3,400 - $1 ,900 = $1 ,500]. 
The denominator can be derived by subtracting the lowest level of activity 
(July) from the highest level (May) [1 ,600 - 800 = 800]. 
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The variable portion of the cost is therefore $1 .875 per machine hour ($1 ,500 -*■ 800). 

The fixed portion can be calculated by inserting the appropriate values for either the high or low month in the 
range: 

Fixed portion = Total cost - Variable portion 

= $1 ,900 - ($1 .875 x 800 hours) 

= $1,900 -$1,500 
= $400 

The regression (scattergraph) method 

The regression (scattergraph) method is considerably more complex and determines the average rate of 
variability of a mixed cost rather than the variability between the high and low points in the range. 

Total costs and unit costs 

In general, focus on total costs, not unit costs. When making total cost estimates think of variable costs as an 
amount per unit and fixed costs as a total amount. The unit cost of a cost object should be interpreted 
cautiously when it includes a fixed cost component. 



Relationships of types of costs 



We have introduced two major classifications of costs: direct/indirect and variable/fixed costs may 
simultaneously be 

• Direct and variable 

• Direct and fixed 

• Indirect and variable 

• Indirect and fixed 

Exhibit 3-9 shows examples of costs in each of these four cost classifications for the Ford Windstar. 



Assignment of Costs to Cost Object 



Examples of Costs in 




Direct Costs 


s 

Indirect Costs 


Combinations of the 
Direct/Indirect and 
Variable/Fixed Cost 
Classifications for a Car 
Manufacturer 

Cost- 
Behavior • 


f 

Variable Costs 


• Cost object: BMW X5s 
produced 
Example: Tires used in 
assembly of 
automobile 


• Cost object: BMW X5s 
produced 

Example: Power costs at 

Spartanburg plant. 
Power usage is 
metered only to the 
plant where 
multiple products 
are assembled. 








Pattern 




• Cost object: BMW X5s 


• Cost object: BMW X5s 






produced 


produced 






Example: Salary of 


Example: Annual lease costs 






supervisor on 


at Spartanburg 




Fixed Costs 


BMW X5 


plant. Lease is for 






assembly line 


whole plant where 








multiple products 








are produced. 
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1 . Cost of goods sold in merchandising firms. 

Cost of goods sold is a straightforward computation for a retailer because merchandising-sector companies 
purchase and then sell tangible products without changing their basic form, it have only a single class of 
inventory. 



2. Cost of goods sold in manufacturing firms. 

The calculation is more complex for a manufacturer, because manufacturing-sector companies purchase 
materials and components and convert them into finished goods, manufacturers have three distinct classes of 
inventory. 

Cost of goods sold contains an additional component called cost of goods manufactured, analogous to the 
retailer’s purchases account. 



Beginning inventory 
Add: purchases 
Less: ending inventory 
Cost of goods sold 



SXX.XXX 

X.XXX 

(X.XXX ) 

SXX.XXX 



Beginning work -in-process inventory 
Add: total manufacturing costs 
Less: ending work-in-process inventory 
Cost of goods manufactured 



sxxpcxx 

X.XXX 

(X.XXX) 

SXX.XXX 



A comparison of these computations in full is as follows: 



Cost of goods sold for a retailer: 



Cost of goods sold for a manufacturer: 



Beginning raw materials inventory 
Add: Purchases 
Less: Returns and discounts 
Net purchases 
Add: Freight-in 

Raw materials available for use 
Less: Ending raw materials inventory 
Direct materials used in production 
Direct labor costs 
Manufacturing overhead costs 
Total manufacturing costs for the period 
Add: Beginning work-in-process inventory 
Less: Ending work-in-process inventory 
Costs of goods manufactured 
Add: Beginning finished goods inventory 
Goods available for sale 
Less: Ending finished goods inventory 
Costs of goods sold 



S XXX, XXX 



$X, XXX, XXX 
(XX, XXX ) 

x.xxx.xxx 

xx.xxx x.xxx.xxx 



x.xxx.xxx 

(XXX, XXX ) 



Beginning inventory 
Add: Purchases 
Less: Returns and discounts 

Net purchases 
Add: Freight-in 
Goods available for sale 
Less: Ending inventory 
Costs of goods sold 



$X, XXX, XXX 
(XX, XXX ) 

X.XXX.XXX 

xx.xxx x.xxx.xxx 



x, xxx, xxx 

(XXX, XXX ) 



$ xxx, xxx 



$x, xxx, xxx 
X.XXX, xxx 
xxx xxx 
x.xxx.xxx 
xxx, xxx 

(XXX.XXX ) 

X.XXX.XXX 

XXX.XXX 

X.XXX.XXX 

(XXX.XXX ) 
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Cost Classification for decision making 



To facilitate management decision making and planning, the management accountant provides relevant, timely, 
and accurate information at a reasonable cost. Relevance is the most critical of the decision-making concepts; 
timeliness, accuracy, and cost are unimportant if the information is irrelevant. 

Relevant Cost 

The concept of relevant cost arises when the decision maker must choose between two or more options. To 
determine which option is best, the decision maker must determine which option offers the highest benefit, 
usually in dollars. Thus, the decision maker needs information on relevant costs. 

A relevant cost has two properties: (1) it differs for each decision option and (2) it will be incurred in the future. If 
a cost is the same for each option, including it in the decision only wastes time and increases the possibility for 
simple errors. Costs that have already been incurred or committed are irrelevant because there is no longer any 
discretion about them. 

Differential Cost & Incremental cost 

A differential cost is a cost that differs for each decision option and is therefore relevant for the decision maker's 
choice. In practice, another term are often used interchangeably with differential cost called Incremental cost 
and it is the additional cost inherent in a given decision. 

EXAMPLE: A company must choose between introducing two new product lines. The incremental choice of the 
first option is the initial investment of $1 .5 million; the incremental choice of the second option is the initial 
investment of $1 .8 million. The differential cost of the two choices is $300,000. 



Opportunity Cost (Implicit cost) 

Opportunity cost is the benefit lost when choosing one option precludes receiving the benefits from an 
alternative option. 

For example, if a sales manager chooses to forgo an order from a new customer to ensure that a current 
customer's order is filled on time, the potential profit from the lost order is the manager's opportunity cost for this 
decision. 

The opposite of the opportunity cost is the outlay costs (explicit, accounting, or out-of-pocket costs) that require 
actual cash disbursements. 

Sunk Cost 

Sunk costs are costs that have been incurred or committed in the past and are therefore irrelevant because the 
decision maker no longer has discretion over them. 

For example, if a company purchased a new machine without warranty that failed the next day, the purchase 
price is irrelevant tot the present decision to replace or to repair the machine. 
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Avoidable VS. Committed (establish the current level of operating capacity/ typically fixed costs) 

Avoidable costs are those that may be eliminated by not engaging in an activity or by performing it more 
efficiently. An example is direct materials cost, which can be saved by ceasing production. 

Committed costs 

• Committed costs are Costs which are governed mainly by past decisions that established the present 
levels of operating and organizational capacity and which only change slowly in response to small 
changes in capacity. 

• Committed costs are those which are required as a result of past decisions and cannot be altered in the 
short run. 

• Committed costs arise from holding property, plant, and equipment. 

Examples are insurance, real estate taxes, Long-term lease payments, and depreciation. They are by nature 
long-term and cannot be reduced by lowering the short-term level of production. 

Engineered vs. Discretionary 

Engineered costs are those having a direct, observable, quantifiable cause-and effect relationship between the 
level of output and the quantity of resources consumed. 

Examples are direct materials and direct labor. 

Discretionary costs 

• are those characterized by an uncertainty in the degree of causation between the level of output and 
the quantity of resources consumed. 

• They tend to be the subject of a periodic (e.g., annual) outlay decision. 

• “Discretionary costs” are costs which: Management decides to incur in the current period to enable the 
company to achieve objectives other than the filling of orders placed by customers. 

• Costs that arise from periodic budgeting decisions that have no strong input-output relationship are 
commonly called Discretionary costs. 

Examples are advertising and R&D costs 



Other COST CLASSIFICATION 



Joint vs. Separable 

• Often a manufacturing process involves processing a single input up to the point at which multiple end 
products become separately identifiable, called the split-off point. 

• Joint costs are those costs incurred before the split-off point, i.e., since they are not traceable to the 
end products, they must be allocated. 

• Separable costs are those incurred beyond the split-off point, i.e., once separate products become 
identifiable. 

• By-products are products of relatively small total value that are produced simultaneously from a 
common manufacturing process with products of greater value and quantity (joint products). 

• An example is petroleum refining. Costs incurred in bringing crude oil to the fractionating process are 
joint costs. 
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Normal vs. Abnormal Spoilage 

• Normal spoilage is the spoilage that occurs under normal operating conditions. It is essentially 
uncontrollable in the short run, since normal spoilage is expected under efficient operations, it is treated 
as a product cost, that is, it is absorbed into the cost of the good output. 

• Abnormal spoilage is spoilage that is not expected to occur under normal, efficient operating conditions. 
The cost of abnormal spoilage should be separately identified and reported to management, 

• When compared with normal spoilage, abnormal spoilage: Is generally thought to be more controllable 
by production management than normal spoilage. 



Abnormal spoilage is typically treated as a period cost ( a loss account) because of its unusual nature. 
Abnormal spoilage should be charged to in the period that detection of the spoilage occurs 



Rework, Scrap, and Waste 

• Rework consists of end products that do not meet standards of salability but can be brought to salable 
condition with additional effort, the decision to rework or discard is based on whether the marginal 
revenue to be gained from selling the reworked units exceeds the marginal cost of performing the 
rework. 

• Scrap consists of raw material left over from the production cycle but still usable for purposes other 
than those for which it was originally intended, Scrap may be used for a different production process or 
may be sold to outside customers, usually for a nominal amount. 

• Waste consists of raw material left over from the production cycle for which there is no further use, 
Waste is not salable at any price and must be discarded. 

Other Costs 

• Carrying costs are the costs of storing or holding inventory. Examples include the cost of capital, 
insurance, warehousing, breakage, and obsolescence. 

• Transferred-in costs are those incurred in a preceding department and received in a subsequent 
department in a multi-departmental production setting. 

• Value-adding costs are the costs of activities that cannot be eliminated without reducing the quality, 
responsiveness, or quantity of the output required by a customer or the organization. 

Capacity levels Denominator-level capacity choices 

Capacity levels can be measured in terms of 

• what a plant can supply-theoretical capacity or practical capacity. 

• demand for the output of a plant-normal capacity utilization or master-budget capacity utilization. 

What a plant can supply 

Theoretical capacity (ideal goal of capacity usage) 

• based on producing at full efficiency all the time. 

• does not allow for any plant maintenance, interruptions because of bottle breakage on the filling lines, 
or any other factor. 

• is unattainable in the real world as it assume continuous operations with no holidays, downtime, etc. 
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Practical capacity 

• is the level of capacity that reduces theoretical capacity by unavoidable operating interruptions, such as 
scheduled maintenance time, shutdowns for holidays, so It allows for unavoidable delays in production 
for maintenance, holidays, etc. 

• is the maximum level at which output is produced efficiently. 

• Is the upper limit of a company’s productive output capacity given its existing resources. 

• Use of practical capacity as a denominator value usually results in underapplied overhead because it 
always exceeds the actual level of use (U.7) 

Capacity levels in terms of demand 

In contrast, normal capacity utilization and master budget capacity utilization measure capacity levels in terms 
of demand for the output of the plant - the amount of the available capacity that the plant expects to use based 
on the demand for its products. In many cases, budgeted demand is well below the production capacity 
available. 

Normal capacity utilization 

• is the long-term average level of capacity utilization that satisfies average customer demand over a 
period (say, 2 to 3 years) that includes seasonal, cyclical, and trend factors. Deviations in a given year 
will be offset in subsequent years. 

Master-budget capacity utilization 

• is expected level of capacity utilization for the current budget period, typically one year. 

These two capacity utilization levels can differ-for example, when an industry has cyclical periods of high and 
low demand or when management believes that the budgeted production for the coming period is not 
representative of long-run demand. 



Costing Techniques 



The rest of the current chapter provide you with a brief explanation with the various topics that will be studied in 
more details in the rest of the current part, the major topics are: 

1. Inventory Costing: absorption costing (AC) Vs. variable costing (VC), (Ch.5) 

2. Cost Accumulation, Cost Measurement and Overhead Assignment in traditional costing system and in 
ABC. (Ch.4& 5) 

3. Cost Allocation (Ch .5) 

a. Allocating joint costs 

b. Allocating service department costs 

4. Standard Costing, Flexible Budgeting, and Variance Analysis (Ch.7) 

5. Target costing :market price of the product is taken as a given. (P2 CMA) 



Prepared by: Scimeh.Y.El-lithy. CMA, CIA. 



15 




^ THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 

PARTI 

Financial Planning, 
Performance and 
Control 

C. Cost Management (25% - Levels A, B, and C) 

Job costing (Cost accumulation method) with Actual costing (Cost measurement method) 

Job costing (Cost accumulation method) with Normal Costing (Cost measurement method) & End-of- 
Accounting- Year Adjustments 
ACTUAL/NORMAL/STANDARD COSTS 

TRADITIONAL COSTING SYSTEMS (single& departmental) Vs. ABC 
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STUDY UNIT FIVE 
COST ACCUMULATION SYSTEMS 



INTRODUCTION 

Product costing is the process of accumulating, classifying, and assigning direct materials, direct labor, and 
factory overhead costs to products or services. 

Product costing provides useful cost information for both manufacturing and nonmanufacturing firms for 

(1) product and service cost determination and inventory measurement, 

(2) management planning, cost control, and performance evaluation, and 

(3) strategic and operational decision making. 

Several different types of product costing systems are available; these include : 

(1) Cost accumulation method-job or process costing systems, 

(2) Cost measurement method-actual, normal, or standard costing systems, and 

(3) Overhead assignment method-traditional or activity-based costing systems. 

The choice of a particular system depends on 

(1) the nature of the industry and the product or service, 

(2) the firm's strategy and management information needs, and 

(3) the costs and benefits of acquiring, designing, modifying, and operating a particular system. 

Cost accumulation systems represent the manner in which the accounting system develops costs. The system 
is modified by the cost object involved. Most commonly tested cost accumulation systems are job order costing 
and process costing, 

• if the cost object is a custom order, job costing may be used, and 

• if the cost object is a mass produced homogeneous product (e. g., steel), process costing using 
average costs would be used. 

• Further, there are many variations of cost accumulation systems-those that use components of both job 
order costing and process costing (e. g., operations costing), and 

• those that account for certain costs at the end of the process (e. g., back flush costing) because there is 
little need for in- process inventory valuation. 

• Other systems (e. g., life cycle costing) seek to monitor costs throughout the product's life cycle and 
expand on the traditional costing systems that focus only on the manufacturing phase of a product's life. 

• Finally, the assignment of costs to cost objects may occur using a variety of cost drivers (or allocation 
bases). Activity- based costing is an approach that assists in the assignment of costs, regardless of the 
cost accumulation system used. 



Prepared by: Scimeh.Y.El-lithy. CM A, CIA. 



17 




THE AMERICAN UNIVERSITY IN CAIRO 



School of Continuing Education 



JOB ORDER COSTING 

(COST ACCUMULATION SYSTEM) 



Prepared by: Sam eh. Y.El-lithy. CMA,CIA. 



18 



^ THE AMERICAN UNIVERSITY IN CAIRO 
School of Continuing Education 



III. JOB ORDER COSTING (COST ACCUMULATION SYSTEM) 



Job-order costing is the method of product costing that identifies the job (or individual units or batches) as the 
cost objective and is used when there are relatively few units produced and when each unit is unique or easily 
identifiable. 

Cost Accumulation: Job or Process Costing? 



Exhibit 12-1 Differences between Job and Process Costing 


Job Costing 


Process Costing 


Costs accumulated by job 

Production of wide variety of heterogeneous 

products or services 

Unit cost computed by dividing total job costs 
by number of units produced or served at the 
end of the job 


Costs accumulated by process or department 
Mass production of homogeneous products or 
services 

Unit cost computed by dividing the total process 
costs of the period by number of units produced or 
served at end of the period 



Cost Measurement: Actual, Normal, or Standard Costing? 



Types of Cost Used For 




Costing System Direct Materials Direct Labor Factory Overhead 

Actual costing Actual cost Actual cost Actual cost 

Normal costing Actual cost Actual cost Estimated overhead cost 

(using predetermined rate(s)) 

Standard costing Standard cost Standard cost Standard cost 


A. COST OBJECTIVE IS THE JOB (OR UNIT) 

Under job order costing, cost is allocated to a specific job as it moves through the manufacturing process. 
Record keeping for job-costing emphasizes the job as the cost objective. 


Job-cost systems are best suited for customized production environments such as construction, aircraft 
assembly, printing, etc. A new job-cost record would be started every time a new job (building project, airplane 
or print job) is started. 



B. JOB COST RECORDS 

Job-cost records are maintained for each product, service, or batch of products, and they serve as the primary 
records used to accumulate all costs for the job. Job-cost records are also referred to as job-cost sheets or job 
orders. Job-cost records accumulate data from the following internal documents: 

1 . Materials Requisitions 

Materials requisitions are documents that show the materials requested for use on the job. 

2. Labor Time Tickets (Time Cards) 

Labor time tickets (time cards) are documents that show the labor hours and labor rate associated with the time 
applied to the job. 

3. Overview of Job Order Costing 

Job-costing systems require a limited number of work-in-process accounts. 
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Pictorial Overview 
Job Order Costing 



Raw Materials 




PASSKEY 

Application of overhead is accomplished in two steps: 

Step #1: Calculate Overhead Rate = Budgeted Overhead Costs Estimated Cost Driver 
Step #2: Apply Overhead = Actual Cost Driver x Overhead Rate (from Step #1) 
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Comprehensive example (Robinson Company): 



Robinson Company: manufacture and install specialized machinery for the paper-making industry. 

The specific job we will focus on is the manufacture and installation of a small pulp machine, which converts 
wood to pulp, for Western Pulp and Paper Company in 2003. 

Based on a cost estimate, Robinson prices the job at $15,000. 



Job costing (Cost accumulation method) with actual costing (Cost measurement method) 



Consider Robinson's actual costing system, a job-costing system that uses actual costs to determine the cost of 
individual jobs. 

Actual costing is a costing method that: 

> traces direct costs to a cost object by using the actual direct-cost rates times the actual quantity of the 
direct-cost inputs . 

> It allocates indirect costs based on the actual indirect-cost rates times the actual quantity of the cost- 
allocation bases. 

General Approach to Job Costing 

Step 1 : Identify the Job That Is the Chosen Cost Object.: Job WPP 298, manufacturing a pulp machine for the 
Western Pulp and Paper Company in 2006. 

Step 2: Identify the Direct Costs of the Job. 

• Direct materials: :The total actual direct material cost is $4,606, 

• Direct manufacturing labor T : The total direct manufacturing labor costs of $1 ,579 for the pulp machine. 

Step 3: Select the Cost-Allocation Bases to Use for Allocating Indirect Costs to the Job: Robinson, however, 
chooses direct manufacturing labor-hours as the sole allocation base for linking all indirect manufacturing costs 
to jobs. 

Cause-and-effect relationship 

There is a strong cause-and-effect relationship between the direct manufacturing labor-hours required by an 
individual job-that's the cause -and the indirect manufacturing resources demanded by that job that's the effect . 

In 2006, Robinson records 27,000 actual direct manufacturing labor-hours. 

Step 4: Identify the Indirect Costs Associated with Each Cost-Allocation Base. Robinson believes that a single 
cost-allocation base-direct manufacturing labor-hours-can be used to allocate indirect manufacturing costs to 
jobs. Robinson creates a single cost pool called manufacturing overhead costs. In 2006, actual manufacturing 
overhead costs total $1,215,000. 

Step 5: Compute the Rate per Unit of Each Cost-Allocation Base Used to Allocate Indirect Costs to the Job. 

For each cost pool, the actual indirect-cost rate is calculated by dividing total indirect costs in the pool (determined in step 4) by the total quantity of the cost- 
allocation base (determined in step 3). Robinson calculates the allocation rate for its single manufacturing overhead cost 
pool as follows 



Actual manufacturing overhead rate = 

Actual manufacturing overhead costs + Actual total quantity of cost-allocation base 
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$1,215,000 27,000 direct manufacturing labor-hours = $45 per direct manufacturing labor-hour 



Step 6: Compute the Indirect Costs Allocated to the Job. The indirect costs of a job are computed by multiplying the actual quantity of each different 
allocation base (one allocation base for each cost pool) associated with the job by the indirect-cost rate of each allocation base (computed in step 5). 

To make the pulp machine, Robinson uses 88 direct manufacturing labor-hours, the cost-allocation base for its 
only manufacturing overhead cost pool (out of the 27,000 total direct manufacturing labor-hours for 2006). 
Manufacturing overhead costs allocated to the pulp machine job equal $3,960 
($45 per direct manufacturing labor-hour x 88 hours) = $3,960 



Step 7: Compute the Total Cost of the Job by Adding All Direct and Indirect Costs Assigned to the Job the total 
manufacturing costs of the Western Pulp job are $10,145 

Direct manufacturing costs 

Direct materials $4,606 

Direct manufacturing labor $1,579 $6,185 

Manufacturing overhead costs 

($45 per direct manuf. labor -hour x 88hours) 3,960 

Total manufacturing costs of job $10,145 

Recall, Robinson was paid $15,000 for the job. With that revenue, the actual-costing system shows a gross 
margin of $4,855 ($15,000 - $10,145) and a gross-margin percentage of 32.4% ($4,855 + $15,000 = 0.324). 



Job costing (Cost accumulation method) with Normal Costing (Cost measurement method) 



The difficulty of calculating actual indirect-cost rates on a weekly or monthly basis means managers cannot 
calculate the actual costs of jobs as they are completed. However, managers want a close approximation of the 
manufacturing costs of various jobs regularly during the year, not just at the end of the fiscal year. Managers 
want manufacturing costs (and other costs, such as marketing costs) for ongoing uses, including pricing jobs, 
monitoring and managing costs, and preparing interim financial statements. Because of the benefits of 
immediate access to job costs, few companies wait until the actual manufacturing overhead is finally known (at 
year-end) before allocating overhead costs to compute job costs. 

Instead, a predetermined or budgeted indirect-cost rate is calculated for each cost pool at the beginning of a 
fiscal year, and overhead costs are allocated to jobs as work progresses. For the numerator and denominator 
reasons already described, for each cost pool, the budgeted indirect-cost rate is computed as follows: 



Budgeted Indirect-Cost Rate = 

Budgeted annual indirect costs + Budgeted annual quantity of the cost-allocation base 
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Using budgeted indirect-cost rates gives rise to normal costing. 

Normal costing is a costing system that: 

> traces direct costs to a cost object by using the actual direct-cost rates times the actual quantities of 
the direct-cost inputs and that 

> allocates indirect costs based on the budgeted indirect-cost rates times the actual quantities of the 
cost-allocation bases. 

Both actual costing and normal costing trace direct costs to jobs in the same way. 



The actual quantities and actual rates of direct materials and direct manufacturing labor used on a job are 
known from the source documents as the work is done. The only difference between actual costing and normal 
costing is that actual costing uses actual indirect-cost rates, whereas normal costing uses budgeted indirect- 
cost rates to cost jobs. 



Actual costing vs. Normal costing. 

Actual Costing 


Normal Costing 


Direct Costs 


Actual direct-cost rates x 

actual quantities of direct-cost inputs 


Actual direct-cost rates x 

actual quantities of direct-cost inputs 


Indirect Costs 


Actual indirect-cost rates x 

actual quantities of cost-allocation bases 


Budgeted indirect-cost rates x 

actual quantities of cost-allocation bases 



We illustrate normal costing for the Robinson Company example using the seven-step procedure. The following 
budgeted data for 2006 are for its manufacturing operations 

Budget 

Total manufacturing overhead costs $1 ,120,000 

Total direct manufacturing labor-hours 28,000 

Steps 1 and 2 are exactly as before: Step 1 identifies WPP 298 as the cost object; Step 2 calculates actual 
direct material costs of $4,606, and actual direct manufacturing labor costs of $1,579. Recall from Step 3 that 
Robinson uses a single cost-allocation base, direct manufacturing labor-hours, to allocate all manufacturing 
overhead costs to jobs. The budgeted quantity of direct manufacturing labor-hours for 2006 is 28,000 hours. In 
Step 4, Robinson groups all the indirect manufacturing costs into a single manufacturing overhead cost pool. In 
Step 5, the budgeted manufacturing overhead rate for 2006 is calculated as 

Budgeted manufacturing overhead rate = Budgeted manufacturing overhead costs Budgeted total quantity of 
cost-allocation base 

= $ 1,120,000 -*■ 28,000 direct manufacturing labor-hours DMLH 
= $40 per direct manufacturing labor-hour. 
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In Step 6, under a normal-costing system, 

Manufacturing overhead costs= Budgeted manufacturing X Actual quantity of direct 

allocated to WPP 298 overhead rate manufacturing labor-hours 

= $40 per direct manufacturing labor-hour X 88 direct manufacturing labor-hours 

In Step 7, the cost of the job under normal costing is $9,705, calculated as 

Direct manufacturing costs 
Direct materials $4,606 

Direct manufacturing labor 1,579 $6,185 

Manufacturing overhead costs 

($40 x 88 actual direct manufacturing labor-hours) 3,520 

Total manufacturing costs of job $9,705 

The manufacturing cost of the WPP 298 job is lower by $440 under normal costing ($9,705) than it is under 
actual costing ($10,145) because the budgeted indirect-cost rate is $40 per hour, whereas the actual indirect- 
cost rate is $45 per hour. That is, ($45 - $40) x 88 actual direct manufacturing labor-hours = $440. 

As we discussed previously, manufacturing costs of a job are available much earlier under a normal-costing 
system. Consequently, Robinson's manufacturing and sales managers can evaluate the profitability of different 
jobs, the efficiency with which the jobs are done, and the pricing of different jobs as soon as the jobs are 
completed, while the experience is still fresh in everyone's mind. Another advantage of normal costing is that 
corrective actions can be implemented much sooner. 

At the beginning of the period: 
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Budgeted Indirect Costs and End-of-Accounting- Year Adjustments 

Using budgeted indirect-cost rates and normal costing instead of actual costing has the advantage that indirect 



costs can be assigned to individual jobs on an ongoing and timely basis, rather than only at the end of the fiscal 
year when actual costs are known. 

However, budgeted rates are unlikely to equal actual rates because they are based on estimates made up to 12 
months before actual costs are incurred. We now consider adjustments that need to be made when, at the end 
of the fiscal year, indirect costs allocated differ from actual indirect costs incurred. Recall that for the numerator 
and denominator reasons discussed earlier, we do not expect actual overhead costs incurred each month to 
equal overhead costs allocated each month. 

Underallocated indirect costs (a debit balance in overhead applied) occur when the allocated 
amount of indirect costs in an accounting period is less than the actual (incurred) amount, because 
(a) Activity level was lower than expected, or(b) Actual overhead costs were higher than expected. 

4- Overallocated indirect costs(a credit balance in overhead applied) occur when the allocated amount 
of indirect costs in an accounting period is greater than the actual (incurred) amount because (a) 
activity level was higher than expected, or (b) Actual overhead costs were lower than expected. 



s Underallocated (overallocated) indirect costs are also called underapplied (overapplied) indirect 
costs and underabsorbed (overabsorbed) indirect costs. 

> Underallocated (overallocated) indirect costs = Indirect costs incurred - Indirect costs allocated. 



Consider the manufacturing overhead indirect-cost pool at Robinson Company. There are two indirect-cost accounts in the 
general ledger that have to do with manufacturing overhead: 

1. Manufacturing Overhead Control, the record of the actual costs in all the individual overhead categories (such as indirect 
materials, indirect manufacturing labor, supervision, engineering, power, and plant depreciation) 

2. Manufacturing Overhead Allocated, the record of the manufacturing overhead allocated to individual jobs on the basis of 
the budgeted rate multiplied by actual direct manufacturing labor-hours 

Assume the following annual data for the Robinson Company: 

Dr Manufacturing Overhead Control Manufacturing Overhead Allocated Cr 



The$1 ,080,000 credit balance in Manufacturing Overhead Allocated results from multiplying the 27,000 actual 
direct manufacturing labor-hours worked on all jobs in 2006 by the budgeted rate of $40 per direct 
manufacturing labor-hour. 

The $135,000 difference (a net debit) is an underallocated amount because actual manufacturing overhead costs are 



hourly rate: 

1 . Numerator reason (indirect-cost pool). Actual manufacturing-overhead costs of $1 ,21 5,000 are greater than the budgeted 
amount of $1,120,000. 



Bal. Dec. 31, 2006 1,215,000 



Bal Dec. 31, 2006 1,080,000 



greater than the allocated amount. This difference arises from two reasons related to the computation of the $40 budgeted 
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